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PROTECTION  OF  COMMODITY 
CUSTOMERS 

Standards  of  Conduct  for  Commodity 
Trading  Professionais 

AGENCY;  Commodity  Futures  Trading 
Commission. 

ACTION :  Proposed  rule. 

SUMMARY:  This  document 
customer  protection  rules  which  are  de* 
signed  to  provide  increased  protections 
to  members  of  the  public  who  deal  with 
commodity  futures  trading  professionals. 
The  proposed  rules  Implement  many  of 
the  recommendations  of  the  C(xnmls- 
sion’s  advisory  committee  <hi  commodity 
futures  trading  professionals. 

DATES:  Comments  must  be  received  on 
or  before  January  3, 1978. 

ADDRESSES:  Comments  should  be  sent 
to:  Commodity  Futures  Trading  Com¬ 
mission,  2033  K  Street  NW.,  Washington. 
D.C.  20581,  attention  of  the  Secretariat. 

FOR  FURTHER  INFORMATION  CON¬ 
TACT: 

Frederick  L.  White,  Special  Counsel. 

Divlslcxi  of  Trading  and  Maiicets. 

Commodity  Futures  Trading  Commis¬ 
sion.  2033  K  Street,  NW.,  Washington. 

D.C.  20581.  Te^hone  202-254-8220. 

SUPPLEMENTARY  INFORMATION : 
These  proposed  customer  protection 
rules  consist  of  a  new  Part  166  and 
amendments  to  existing  rules  under  the 
Commodity  Exchange  Act.  They  are  de¬ 
signed  to  provide  Increased  protections 
to  members  of  the  public  who  deal  with 
commodity  futures  trading  professionals. 
Under  the  proposed  rules,  commodity 
professionals  would  be  required  to  super¬ 
vise  their  employees;  “know  their  cus¬ 
tomers’’  and  have  reascm  to  believe  that 
commodity  recommendations  made  to 
customers  are  “suitable’’;  commodity 
brokerage  firms  would  be  required  to 
confirm  all  customer  trades  and  provide 
customers  with  a  risk  disclosure  state¬ 
ment;  commodity  professionals  would  be 
prohibited  from  advertising  the  results 
of  simulated  or  hypothetical  trades  (and 
other  restrictions  on  the  advertising  of 
trading  performance  might  be  expressly 
Imposed) ;  commodity  professionals 
would  be  subject  to  certain  requirements 
in  the  handling  of  discretionary  ac¬ 
counts;  and  the  “churning’’  of  commod¬ 
ity  accounts  would  be  expressly  outlawed. 
Finally,  certain  record-keeping  require¬ 
ments  would  be  imposed. 

’The  proposed  rules  apply  to  commod¬ 
ity  (H>tion  and  “leverage”  (see  infra) 
transactions  as  well  as  commodity  fu¬ 
tures  trades,  and  to  employees  of  Com¬ 
mission  registrants  as  well  as  the  regis¬ 
trants  themselves.  The  rules  implement 
many  of  the  recommendations  of  the 
Commission’s  advisory  committee  on 
Commodity  Futures  Trading  Profes¬ 
sionals. 

The  Commission  is  requesting  com¬ 
ments  (m  whether  industry  self-regula- 
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lory  organ iaattnns  (the  exclianges  and 
any  futures  awoctaticHi  that  registers 
with  the  Commlsslain  under  section  17  of 
the  Commodi^  Bxchan^  Act)  should  be 
required  to  adopt  customer  protection 
rules  that  are  the  same  as  or  stricter 
than  those  of  the  Commission. 

A  Ust  of  specific  questions  is  set  forth 
in  Part  10  of  this  release  as  a  guide  to 
commentators. 

1.  Introduction  and  Summary  of  the 
Proposed  Rules 

The  Commodity  Futures  Ti-ading  Com¬ 
mission  (“Commission”)  is  proposing  to 
adopt  a'  series  of  rules  (new  part  166) 
and  rule  changes  under  the  Commodity 
Ebcchange  Act  ‘  (“Act”)  that  are  designed 
to  protect,  in  various  respects,  members 
of  the  public  who  deal  with  commodity 
trading  professionals.  Those  proposed 
customer  protection  rules  will  Imple¬ 
ment  numerous  specific  recommenda¬ 
tions  of  the  Commission’s  Advisory  Com¬ 
mittee  on  Commodity  Futures  Trading 
Professionals  (“Advisory  Committee”), 
and  wdll  effectuate  the  Committee’s  gen¬ 
eral  view — with  which  the  Commission 
concurs — that  the  “raising  standards  for 
professionals  in  the  commodities  indus¬ 
try”  Is  “essential.”  *  TTie  strict  standards 
that  a'ould  be  established  by  the  pro¬ 
posed  rules  also  reflect  the  Congressional 
recognition  of  the  fiduciary  nature  of  the 
commodity  professional’s  relationship 
with  his  customer.*  As  was  recently  stated 
in  Commoditw  Futures  Trading  Com¬ 
mission  V.  J.S.  Love  &  Associates  Option, 
Ltd..  442  F.  Supp.  652,  659  (S.D.N.Y  1976) 
“  ‘it  Is  essential  •  •  •  that  the  highest 
ethical  standards  prevail’  ”  highest  ethi¬ 
cal  standards  prevail’  ”  in  “every  facet 
of  the  •  •  •  commodity  options  industry 
•  •  •”*  This  statement  Is  applicable  to 
the  commodity  futures  industry  as  well 

The  scope  of  the  proposed  rules  Is  pur¬ 
posely  broad — both  as  to  the  types  of 
persons  and  the  types  of  transactions 
that  would  be  covert.  Most  of  the  rules 
apply  to  (1)  all  “Commission  regis¬ 
trants” — a  term  defined  in  the  rules  as 
any  person  who  is  or  “is  required  to  be” 
registered  with  the  Commission” — and 
(2)  the  “representatives”  thereof — de¬ 
fined  to  include  any  officer,  partner,  em¬ 
ployee  or  agent  of  a  registrant.*  (The 


>  7  U.S.C.  I  2-22.  as  amended. 

•  Report  of  the  Commodity  Futures  Trad¬ 
ing  Commission  Advisory  Committee  on 
Commodity  Futures  Trading  Professionals 
("Advisory  Committee  Report”).  August  5. 
1976,  p.  1  (CCH  Commodity  Futures  L.  Rep., 
Report  No.  29,  Part  11,  August  20,  1976) . 

*  See,  e.g.,  sections  4b,  41  and  4o  of  the  Act, 
7  UA.C.  6b,  <U  and  6o;  S.  Rep.  No.  93-1181, 
93d  Cong..  3d  Sess.  14-15,  31  (1974);  H.  Rep. 
No.  93-975,  93d  Cong.,  2d  Sess.  35  (1974). 

*  The  court  was  quoting  In  part  from  SEC 
T.  Capital  Gains  Research  Bureau,  Inc.,  375 
U  S.  180,  186-7  (1963). 

‘  The  “Is  required  to  be”  language  makes 
clear  that  the  requirements  of  the  rules 
may  not  be  evaded  by  failure  to  register. 

•  Currently,  registration  Is  generally  re¬ 
quired  of  futtires  cmnmlsslon  merchants 
(•'FCads”) — a  category  that  now  Includes 
pwsons  who  accept  commodity  <^lon  prem¬ 
iums  frcMn  customers  (see  I  32.3  of  the  Com¬ 
mission's  regulations) — associated  persons. 


term  “commodity  professionals”  will  be 
wed  herein  to  refer  to  Commission  reg- 
iBtrants  and  their  representatives.)  In 
addition,  most  of  the  rules  apply  to  all 
transactions  subject  to  the  Commission’s 
regulatory  authority.  This  is  accomp¬ 
lished  by  the  use  of  the  term,  “commodity 
interest.”  irtiich  is  defined  to  cover  not 
only  commodity  futures  contracts  but 
also  commodity  options  and  “leverage 
contracts”  (i.e.,  contracts  subject  to  reg¬ 
ulation  by  the  Ctnnmission  under  section 
217  of  the  Commodity  Futures  Trading 
Commission  Act  of  1974) 

The  Commission’s  customer  protection 
proposals  can  be  summarized  briefly  as 
follows: 

1.  Definition!:.  Proposed  I  166.1  deflnes  the 
terms,  "Commuiuou  registrant,”  “representa¬ 
tive”  (of  a  Commission  registrant),  "com¬ 
modity  Interest,”  “customer,”  “commodity 
account,”  and  “discretionary  authority.” 
These  definitions  apply  only  to  new  Part  166. 

3.  Suitability.  Commodity  professionals 
must  “know  their  customers”  (proposed 
I  ie6.2(a)  (1) )  and  have  reason  to  believe 
that  each  oommodlty  Interest  they  recom¬ 
mend  to  a  customer— and  commodity  trade 
they  effect  for  a  customer  pursuant  to  discre¬ 
tionary  authority — Is  suitable  for  the  cus¬ 
tomer  In  view  of  the  risk  of  loss  Involved  In 
the  trade  and  the  customer's  financial  con¬ 
dition  and  trading  objectives  (proposed 
I  166.3(a)(3)). 

3.  Churning.  The  rule  makes  explicit  that 
It  Is  unlawful  for  a  commodity  professional 
to  cause  excessive  transactions  In  any  com¬ 
modity  account  over  which  be  has  discre¬ 
tionary  authority  or  which  be  controls  In 
fact  (proposed  f  166.3). 

4.  Supervision.  (Tommodlty  firms  must  su¬ 
pervise  the  handling  of  all  commodity  ac¬ 
counts  maintained  with  the  firm.  FCMs  must 
meet  specific  supervision  standards,  such  as 
the  establishment  of  written  supervisory 
procedures,  the  iqipolntment  of  a  supervisor 
f<»  certain  associated  persons  and  the  same- 
day  review  by  a  supervisor  of  all  trades  ef¬ 
fected  for  customers  pursuant  to  discretion¬ 
ary  authority  (proposed  I  166.5).  CkMnments 
are  requested  on  the  adoption  of  a  rule  ex¬ 
pressly  requiring  PCMs  to  Investigate  the 
background  of  the  Individuals  they  hire  to 
serve  In  associated  person  capacities. 

5.  Trading — a.  Confirmation  of  trades. 
FCMs  must  promptly  confirm  In  writing  all 
customer  trades  of  futures  contracts  (pro¬ 
posed  1 1.33b). 


flomr  brokers,  commodity  trading  advisors 
and  commodity  pool  operators. 

Since  associated  persons  are  employees  of 
FCMs,  they  are  excluded  from  the  definition 
of  “representative”  in  order  to  avoid  a  pos- 
slblly  confusing  overlap. 

*  Pub.  L.  93-463,  88  Stat.  1405. 

“No  person  shall  offer  to  enter  Into,  or  con¬ 
firm  the  execution  of  any  transaction  for  the 
delivery  ot  silver  bullion,  gold  bullion,  or 
bulk  sliver  coins  or  bulk  gold  coins  pursuant 
to  standardised  contract  commonly  known  to 
the  trade  as  a  margin  account,  margin  con¬ 
tract,  leverage  contract  contrary  to  any  rule, 
regulation,  or  order  of  the  Commodity  Fu¬ 
tures  Trading  Commission  designed  to  In¬ 
sure  the  financial  8(dvency  of  the  transac¬ 
tion  or  prevent  manipulation  or  fraud  •  •  •” 
The  “commodity  Interest”  definition  Is 
to  the  definition  of  that  term  in 
the  Oommlaslon'B  recently-proposed  rules  for 
comnMNttty  pool  operators  and  oommodlty 
trading  advIsorB.  41  Fed.  Reg.  9276  (Feb.  15, 
19T7).  Oomments  are  requested  on  whether 
the  definMkm  ehoold  be  expanded  to  cover 
futures  contracts  traded  on  foreign  exchang- 
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b.  Diacrttionary  trades.  Commodity  pro- 
fowioiMaii  may  not  exarclM  dlacroUoaary 
povar  over  cuatomar  acoounta  without  prior 
written  authorisation  from  tha  cuatomar. 
The  autborlaatlon  must  ba  limited  to  a  one- 
year  period  (proposed  f  166.4). 

6.  Disclosure  by  fCMs  regarding  risk  o/ 
loss.  TCUs  must  furnish  each  customer  with 
a  written  statement  that  explains  the  risk 
of  loas  Inherent  In  trading  commodity  fu¬ 
tures  contracts  (proposed  f  1.56).  Comments 
are  requested  on  whether  the  risk  disclosure 
statement  should  also  disclose  whether  the 
Arm  engages  in  "dual  trading”  (trading  fu¬ 
tures  for  Its  own  account  In  addition  to  ef¬ 
fecting  trades  for  customers),  whether  the 
Arm  permits  Its  employees  to  trade  futures 
for  their  own  accounts,  and  whether  the 
floor  brokers  to  whom  the  FCM  transmits  or¬ 
ders  for  execution  dual  trade. 

7.  Advertising  oj  commodity  trading  re¬ 
sults.— n.  Simulated  results.  Conunodlty  pro¬ 
fessionals  may  not  advertise  the  results  of 
simulated  commodity  portfolios  or  hypothet¬ 
ical  or  theoretical  commodity  trades  (pro¬ 
posed  {  166.6). 

b.  Short-term  performance.  The  Commis¬ 
sion  requests  comments  on  the  Advisory 
Committee's  recommendation  that  commod¬ 
ity  professionals  be  prohibited  from  “adver¬ 
tising  performance  that  covers  less  than  one 

•  year’s  trading”.* 

c.  Selective  disclosure  of  performance. 
Comments  are  requested  on  the  need  for  and 
appropriateness  of  a  rule  establishing  speci- 
fle  minimum  requirements  regarding  per- 
fonnance  advertising  by  professionals  who 
manage  multiple  accounts  or  pools. 

8.  Diligent  handling  of  orders.  FCMs  and 
their  associated  persons  must  use  due  dili¬ 
gence  In  the  handling  of  customera'  orders  so 
as  to  obtain  the  best  possible  price  for  the 
customer  (proposed  |  IM). 

9.  Recordkeeping.  PCMs  must  make  and 
keep  a  record  ot  the  financial  condition  and 
trading  objectives  of  each  customer  to  whom 
they  recfunmend  conunodlty  Interests  or  for 
whom  they  effect  discretionary  trades  (pro¬ 
posed  amendment  of  1 1.87)  .*  PCMs  must  also 
keep  a  record  of  all  grants  of  discretionary 
authority  and  approvals  by  supervtsors  of 
discretionary  trades  (proposed  amendment  of 
i  l.SS(a)). 

The  Commission  emphasizes  that  a 
number  of  provisions  in  the  proposed 
rules  merely  make  explicit  what  is  im¬ 
pliedly  required  of  commodity  trading 
professionals  and  others  under  the  vari¬ 
ous  antifraud  provisions  of  the  Act  and 
the  Commission’s  rules.  Accordlne^.  it 
should  be  clearly  understood  that  the  in¬ 
clusion  of  a  standard  in  the  proposed 
rules  does  not  mean  that  a  commodity 
professional’s  failure  to  adhere  to  that 
standard  would  not  presently  be  action¬ 
able  in  an  enforcement  proceeding,  ^r 
example,  the  churning  of  a  custcHner’s 
commodity  futures  account  by  an  FCM 
or  associated  person  thereof  is  clearly  a 
violation  of  section  4b  of  the  Act.** 

In  addition  to  the  customer  protection 
rules  themselves,  the  OommiiKion  also 
requests  comments  on  whether  it  should 

*  Adviaory  Committee  Report,  p.  6. 

•Comments  are  requested  as  to  whether 
commodity  trading  advisors  and  commodity 
pool  operators  showM  be  subject  to  a  similar 
requirement. 

■*7  UA.C.  6b.  TTiat  section,  infer  alio, 
makes  It  unlawful  for  any  person  to  “cheat 
or  defraud”  or  “willfully  to  deceive”  any 
other  penoa  in  eonneotlon  with'  any  eom- 
modlty  futures  transaction  effected  for  that 
other  perstm  on  a  contract  market. 


require  all  conmuxlJty  self -regulatory 
organizations*  to  adopt  customer  pro¬ 
tection  rules  that  provide  the  safeguards 
contained  in  the  Commission’s  equiva¬ 
lent  rules."  This  requirement  seems  nec¬ 
essary  in  view  of  the  desirability  of  in¬ 
creased  industry  self -regulation  and  the 
limited  nature  of  the  Commission’s  com¬ 
pliance  and  enforcement  resources,  ’this 
proposal  is  similar  to  proposed  1 1.52(a) , 
which  would  require  the  self-regulatory 
organizations  to  adopt  certflin  financial 
and  reporting  requirements  that  are  the 
same  a.s  or  stricter  than  the  CJommis- 
sion’s.”  As  with  {  1.52,  the  Commission 
requests  comments  on  permitting  the 
self-regulatory  organizations  to  appor¬ 
tion  among  themselves  the  responsibility 
for  regulating  commodity  firms  that  are 
members  of  more  than  one  self-regula¬ 
tory  organization. 

Comments  are  also  requested  on  how, 
until  a  futures  association  becomes  reg¬ 
istered  with  the  Commission  as  su<^.  the 
many  commodity  firms  that  are  not 
members  of  any  self -regulatory  organi¬ 
zation  could  be  made  subject  to  industry 
.self -regulation  in  the  customer  protec¬ 
tion  area.  Specifically,  the  Commission 
seeks  comments  (m  whether  it  should  re¬ 
quire  each  commodity  exchange  to  pro¬ 
hibit  its  members  from  transacting  com¬ 
modity  business  with  nonmembers  that 
do  not  (a)  comply  with  the  exchange’s 
custtxner  protections  standards  and  (b> 
permit  the  exchange  to  inspect  the  non¬ 
member  to  determine  whether  it  is  com¬ 
plying.  Under  this  approach,  the  Com¬ 
mission  would  oversee  each  exchange  to 
determine  that  it  was  taking  affirmative 
action  to  secure  compliance  with  its  cus¬ 
tomer  protection  standards  by  the  ex¬ 
change  members  and  the  nonmembers 
with  whom  the  exchange  members  deal. 

2.  Suitability. 

<a)  Introduction;  Nature  of  the  Rule. 
Proposed  i  166.2  prohibits  conunodlty 
professionals  from  issuing  any  commod¬ 
ity  interest  “recommendation”  to  their 
customers,  or  effecting  any  commodity 
interest  trade  for  their  customers  pur¬ 
suant  to  discretionary  authority,  imless: 

(1)  (Tke  suitability  inquiry)  the  profes- 
rtonal  obtained  from  the  customer,  before 
the  recommendation  or  trade,  the  essential 
facts  about  the  customer's  financial  condi- 
tkm  and  trading  objectives  (PCMs  would  be 
required  to  make  and  keep  a  record  of  this 
Information  under  the  pre^Msed  amendment 
of  I  187):  and 

(2)  (The  suitability  determination)  the 
professional  had  reason  to  believe,  at  the 
time  of  the  recommendation  or  trade,  that 
the  position  would  be  “suitable”  for  the  cus¬ 
tomer  based  on  the  Information  kimwn  to 
the  professional.  The  sultMilllty  of  a  position 
would  depend  on  whether  the  risk  of  loss  in¬ 
volved  was  (a)  one  that  the  customer  could 
safely  assume  In  light  of  his  financial  con¬ 
dition  and  (b)  consistent  with  the  custom¬ 
er's  trading  objectives. 


“All  contract  markets  and  any  registered 
futures  association. 

**  The  ctmtract  markets  would  be  required 
by  section  6a(8)  of  the  Act  and  i  181  to 
maintain  an  affirmative  action  program  to 
secure  compliance  with  these  rules. 

»  42  P7t  99036  (August  1. 1977) . 


If  the  customer  declined  to  ftu'nish  the 
profeBSional  with  sufficient  Information 
upon  which  to  base  the  suitability  de¬ 
termination,  the  professional  could  not 
issue  recommendations  to,  or  effect  dis¬ 
cretionary  trades  for,  the  ctistomer.’* 
However,  the  professional  could  effect 
non-discretlonary  trades  for  a  customer 
provided  no  recommendation  vras  Issued 
by  him  in  connection  with  the  trade." 

"Recommendation."  This  term  in¬ 
cludes  not  only  express  buy-sell  recom¬ 
mendations  but  also  any  advice,  sugges¬ 
tion  or  other  statement  (written  or  oral) 
that  is  intended,  or  can  reasonably  be 
expected,  to  influence  a  customer  to 
trade  a  commodity  interest. 

The  term  does  not  include  statements 
that  merely  describe  in  an  objective 
fashion  the  goieral  nature  of  commodity 
interests,  the  manner  in  which  they  are 
traded,  or  the  operations  of  the  com- 
mcxlity  professional,  nor  would  it  include 
the  dissemination  of  price  quotations. 
’Thus,  professionals  could  make  initial 
contact  with  potential  customers  to  de¬ 
termine  whether  they  might  be  inter¬ 
ested  in  trading  commodity  Interests. 

Recommendations  contained  in  publi- 
catiems  of  wide-spread  distribution  (such 
as  market  letters,  research  reports  and 
brochures)  are  excluded  from  the  defini¬ 
tion,  as  are  recommendations  issued  by 
means  of  television,  radio  or  commodity 
semiiuua.  Without  this  exclusion,  it 
would  be  impossible  in  many  cases  for 
commodity  professionals  to  dispense  ad¬ 
vice  through  wide-spread  communica¬ 
tions;  recipients  of  the  communications 
would  be  “customers”  of  the  professional 
within  the  meaning  of  the  rule  but  the 
professional  oftoi  would  not  be  able  to 
“know"  them— or  even  their  identity. 

Comments  are  requested,  however,  on 
requiring  wide-spr^  communications 
that  contain  commodity  recommenda¬ 
tions  to  include  a  conspicuous  warning 
that  commodities  trading  is  not  suitsUtile 
for  many  individuals. 

(b)  The  need  for  and  appropriateness 
of  a  suitability  Rule  for  Commodity 
Professionals.  Ctaumodity  customers  are 
often  unaware  ot^  or  inattentive  to.  the 
substantial  risk  ot  loss  in  commodity 
trading.  Since  futures  contracts  can  be 
purchased  on  rdativdy  small  margins 
(thus  giving  customers  a  high  degree  of 

>«  In  tbls  reiq>ect,  tbe  rule  would  differ  from 
tbe  SEC'S  suitability  rule  (17  CFR  240.15bl0- 
4)  wblch  evidently  permits  the  securities 
professional  to  Issue  recommendations  to  a 
customer  who  declines  to  furnish  suitability- 
type  Information  If  the  professional  made  a 
good  faith  effort  to  know  his  customer.  See 
Securltlps  Exchange  Act  Release  No.  .8135 
(July  27.  1967).  Comments  are  specifically 
invited  on  this  Issue. 

Tbe  sentence  In  the  text  Is  subject  to  the 
qualification  discussed  In  footnote  IS. 

“While  the  PCM  shouM  of  course  “know 
his  customer”  in  this  situation  because  of 
tile  firm’s  potential  llabUl^  for  trading 
losses  In  custonMr  accounts,  the  application 
of  the  rule  In  this  aiea  might  undvily  restrict 
the  activities  of  financially  rssponslble  cus¬ 
tomers  who  do  not  receive  trading  advice 
from  the  PCM  and  who  decline  to  furnish 
suitability  Infonnation.  Commente  are 
sought  on  this  Issue. 
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levera«re)  and  the  nmrket  prices  of  fu¬ 
tures  contracts  are  subject  to  large  and 
nu>id  fluctuations,  futures  traders  can 
lose  svdastantlally  more  than  the  amount 
of  funds  deposited  as  original  margin, 
nils  is  particularly  true  In  situations 
where,  because  of  dally  price  limits,  cus¬ 
tomers  become  “locked  In’*  to  losing  posi¬ 
tions.  There  Is  need  for  a  rule  that  will 
prohibit  commodity  professionals  from 
encouraging  or  causing  their  customers 
to  take  risks  In  the  commodities  market 
that  are  beymxd  their  csumclty  to  bear. 
Futures  trading  may  be  unsuitable  for 
customers  vdio  do  not  possess  risk  capital 
or  who  are  seeking  ixtxluoti(xi  of  Income 
or  preservation  of  cafrftal. 

(c)  Nature  of  the  euttohUity  inquiry. 
A  commodity  professional  cannot  deter¬ 
mine  whether  commodity  trading  In  gen¬ 
eral,  or  a  particular  commodity  trade.  Is 
suitable  for  a  customer  unless  the  pro- 
fesslcmal  has  a  basic  understanding  of 
the  cusUxner’s  risk  capacity  and  trading 
objectives.  Since  risk  capacity  depends 
upon  the  customer’s  financial  c<xulition, 
the  professional  must  know  the  essential 
facts  about  his  customer  toi  that  regard — 
e.g.,  the  customer’s  net  w(»lh  and  In¬ 
come  (or  at  least  whether  those  flgiues 
are  above  an  apintgiriate  mlnlmiun 
amount), "the  number  of  dependents  he 
has  and  his  financial  obligations. 

The  Professional  should  also  ascertain 
whether  the  customer  Is  already  specu¬ 
lating  heavily  In  commodities,  or  in  some 
other  area  such  as  securities  or  real 
estate.**  For  while  the  customer  may 
have  risk  capital,  that  capital  may  be 
cmnmitted  to  other  f<Mins  of  speculation, 
thus  making  him  a  poor  candidate  for 
further  risk-teking. 

After  the  prcrfessional  has  obtained  the 
above-discussed  lnformatl<m  from  the 
customer,  he  would  then  be  able  to  deter¬ 
mine  whether  commodity  trading  is 
suitable  for  the  customer  and,  if  so,  the 
amount  of  risk-taking  that  will  be  ap¬ 
propriate."  Since  tile  suitability  of  a 
given  recommendation  or  trade  will  de¬ 
pend  upon  a  wide  mix  at  factors  it  does 
not  appear  feasiUe  to  formulate  specific 
standards  as  to  when  a  risk  would  be 
suitable.  Cmnments  are  nevertheless  re¬ 
quested  as  to  whether  some  type  of  guide¬ 
line  could  and  should  be  devised. 

The  pr<^x)sed  rule  states  that  the  pro¬ 
fessional  must  have  reasm  to  believe 
that  his  recommendations  are  suitable 
in  light  -of  the  information  “obtained 
from  the  customer”  and  otherwise 


MTlie  Commission  recognizes  that  a  cus- 
tocnw  may  be  reluctant  to  discuss  with  the 
pnrfeeeliHial  his  commodity  trading  activi¬ 
ties  with  other  firms.  Accordingly,  the  C<Mn- 
miasion  would  not  Interpret  the  suitability 
rule  to  prohibit  the  Issuance  of  recommenda¬ 
tions  to  (or  effecting  of  discretionary  trades 
for)  a  customer  who  declined  to  furnish  this 
Infcwmation  so  long  as  the  professional  made 
a  good  faith  attempt  to  learn  from  the  cus¬ 
tomer  the  extent  of  his  trading  activities. 

"  To  reiterate.  If  the  professional  was  un¬ 
able  to  obtain  this  information,  the  rule 
would  prohibit  him  from  making  a  com¬ 
modity  recommendation  to,  or  effecting  a  dis¬ 
cretionary  cmnmodlty  trade  fw,  the  cus¬ 
tomer.  The  rule  would  not,  however,  prohibit 
the  pt^essional  trom  merely  executing  orders 
for  &e  customer. 


known  by  the  professional.  The  pro¬ 
fessional  would  not  be  required  to  ob¬ 
tain  Infcumation  frcun  persons  other 
thim  the  customer  in  conducting  the 
suitability  inquiry,  nor  would  he  be  re¬ 
quired  to  verify  the  accuracy  of  the  In¬ 
formation  furnished  by  the  customer, 
llie  professional  would  be  mtitled  to 
rdy  (»  the  Information  furnished  by 
the  customer  unless  he  had  good  cause 
to  bdleve  that  the  Information  was  ma¬ 
terially  inaccurate.  In  that  case,  the 
professional  would  either  have  to  con¬ 
duct  a  further  Inquiry  or  else  refrain 
from  issuing  recommendations  or  ef¬ 
fecting  discreti(xiary  trades. 

Under  no  circumstances  would  the 
professional  be  permitted  to  evade  his 
obligations  under  the  rule  by  attonpt- 
ing  to  learn  as  little  as  possible  about 
the  customer's  financial  condition  and 
objectives.  The  rule  would  affirmatively 
require  the  professi(xial  to  “know  his 
customer”  b^(M*e  Issuing  any  recom¬ 
mendation  or  effecting  any  discretionary 
trade.  Merely  asking  the  customer 
whether  he  can  risk  a  particular  amount 
of  money  would  not  constitute  an  ade¬ 
quate  suitability  inquiry. 

(d)  The  SuitabUUy  determination. 
The  suitability  determination  consists 
of  two  different  Judgments:  (1) 
Whether  commodity  trading  in  general 
is  suitable  tor  the  customer  in  view  of 
his  trading  objectives  and  financial 
conditicm  and.  (2)  if  so,  whether  the 
particular  position  that  is  the  subject 
of  the  recommoidation  or  discretlcmary 
trade  is  suitable.  The  latter  require¬ 
ment  reflects  the  fact  that  the  risk  of 
loss  can  vary  widely  depending  on  the 
size  of  the  trade,  the  volatility  and  mar¬ 
ket  liquidity  of  the  commodity  involved, 
and  the  amount  ot  margin  required. 
Thus,  in  reccxtunending  to  a  customer 
the  purchase  of  10  futures  contracts  of 
a  particular  commodity  the  professi(mad 
would  be  required  to  have  a  reascmable 
basis  for  believing  that  the  risk  of  loss 
from  an  adverse  price  movement  could 
be  absorbed  by  the  customer  without 
undue  hardship.  If  the  professional 
thought  the  risk  of  buying  10  contracts 
was  too  great,  the  proper  recommenda¬ 
tion  might  be  to  pmchase  fewer  con¬ 
tracts. 

(e)  Relationship  between  suitability 
and  disclosure.  Suitability  and  disclosure 
are  separate  concepts.  The  professional’s 
disclosure  to  his  customer  of  the  risk  of 
loss  involved  in  a  particular  trade 
would  not  satisfy  the  professional’s  ob¬ 
ligations  imder  the  suitability  rules  to 
ascertain  the  customer’s  risk-bearing 
capacity  and  have  resison  to  believe  that 
the  risk  was  suitable.  The  Ck)mmission 
is  considering  the  adoption  of  a  suitabil¬ 
ity  rule  precisely  l^ause  disclosure 
alone  does  not  sufficiently  protect  some 
customers  frc»n  high-pressure  sales  tac¬ 
tics.  For  example,  cmnmodity  option 
salesmen  have  b^n  able  to  induce  cus¬ 
tomers  on  small  fixed  incomes  to  make 
clearly  unsuitable  purchases  of  specula¬ 
tive  (Vtions  notwitiistanding  the  sales¬ 
man’s  disclosure  in  some  instances  of 
all  material  facts. 

In  a^diticm,  the  pr(^;)Osed  rule  is  predi¬ 
cated  in  substantial  measure  on  the 


principle  that,  as  a  market  professional, 
the  associated  pers(m,  trading  advisor, 
etc.  has  the  special  skill  and  background 
to  assess  the  degree  of  risk  involved  in 
a  trade.  The  professlcMial  is  presumed  to 
understand  such  risk-related  matters  as 
the  price  volatility  of  futures  omtracts, 
liquidity  of  trading,  limit  trading  afid 
margin  requimnents.  It  would  be  in¬ 
consistent  with  the  purpose  of  the  rule 
to  permit  the  professional  to  shift  com¬ 
pletely  to  the  customer  the  responsi¬ 
bility  feu*  assessing  the  risks  of  a  trade. 

(f)  Relationship  between  suitability 
and  churning.  While  the  proposed 
churning  rule  (|  166.3)  is  designed  to 
protect  those  commodity  customers  who 
rely  substantially  uixm  the  professiimal 
with  whom  they  deal,  the  proposed  suit¬ 
ability  rule  applies  to  all  customer  ac¬ 
counts  (except  those  in  which  the  pro¬ 
fessional  neither  issues  recommendations 
nor  effects  discretionary  trades).  Under 
the  suitability  rule,  the  professional 
would  be  required  to  have  a  reasonable 
basis  tor  his  recommendations  and  dis¬ 
cretionary  trades,  regardless  of  the  de¬ 
gree  to  which  the  customer  relied  on  the 
professional. 

(g>  Request  for  comment  upon  specific 
suitability  standards.  The  Commission 
requests  comments  upon  the  ai^ropri- 
ateness  of  specific  suitability  standards, 
such  as  a  requirement  that  commodity 
custinners  have  a  minimum  net  worth 
(e.g..  $^,000) ,  annual  gross  incxxne 
(eg.,  $26,000) ,  account  equity  (e.g., 
$10,000)  or  s(Mne  comUnatlon  of  those 
factors.  While  specific  standards  would 
no  doubt  be  easier  to  administer  and  en¬ 
force  than  the  general  standard  em¬ 
bodied  in  the  proposed  rule,  they  do  not 
seem  to  take  into  accoimt  the  varying 
circumstances  of  individual  customers 
and  the  many  other  factors  that  affect 
suitability.  An  individual  with  a  rela¬ 
tively  large  net  worth  might  have  little 
capacity  for  risk-taking  if  he  has  many 
dependents  and  large  financial  commit¬ 
ments.  Conversely,  an  individual  with  a 
relativdy  small  net  worth  may  be  in  a 
position  to  take  comparatively  large 
risks — tor  example,  a  person  with  no  de¬ 
pendents  and  a  steadily  rising  income. 

(h)  Professional’s  knowledge  of  cus¬ 
tomer’s  ftnancicU  condition  must  be  rea¬ 
sonably  current.  Since  a  customer’s 
financial  situation  can  materially  change 
in  a  relative  brief  period  of  time,  it  is 
insufficient  for  a  commodity  professional 
to  base  his  recommendatiems  solely  upon 
the  information  he  obtained  from  the 
cust(Mner  when  the  account  was  opened. 
While  the  nile  would  not  require  the 
professional  to  conduct  the  required 
suitability  Inquiry  immediately  before 
each  recommendation  or  discretionary 
trade,  the  professional  would  be  required 
to  have  a  reasonably  current  knowledge 
of  the  customer’s  financial  condition. 
Thus,  the  rule  states  that  “within  a  rea¬ 
sonable  period  of  time  before  the  recom¬ 
mendation”  the  professional  must  have 
either  omiducted  a  suitability  inquiry  of 
the  customer  or  verified  the  accuracy  of 
the  information  obtained  in  his  most  re- 
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cent  suitability  Inqiilry.  Wliat  constitutes 
a  reasonable  period  of  time  depends  on 
the  circumstances  of  each  customer.  If 
the  customer’s  financial  situation  is  sub¬ 
ject  to  fluctuations,  the  Inquiry  or  veri¬ 
fication  should  be  made  frequently,  per¬ 
haps  once  each. month.  For  customers 
with  ample  risk  capital  the  Inquiry  or 
verification  could  perhaps  be  conducted 
every  six  months.  The  verification  could 
often  consist  simply  of  asking  the  cus¬ 
tomer  whether  any  material  change  has 
occurred  since  the  professional’s  most 
recent  Inquiry  regarding  the  customer’s 
financial  condition. 

(1)  Trades  effected  pursuant  to  discre¬ 
tionary  authority.  The  rule  applies  not 
only  to  commodity  “recommendations” 
but  also  to  “any  transaction  In  a  com¬ 
modity  interest  for  a  customer  pur¬ 
suant  to  discretionary  power  or  author¬ 
ity  •••.“  A  commodity  professional 
who  effects  a  discretionary  trade  Is  rec¬ 
ommending  the  commodity  Interest  to 
his  customer — albeit  Impliedly — and 
should  he  no  less  subject  to  suitability 
standards  than  the  professional  who 
m^es  express  recommendations.  Indeed, 
the  need  for  suitability  standards  Is  even 
greater  in  the  case  of  discretionary 
trades  since  the  customer  does  not  have 
an  opportunity  before  the  trade  to  assess 
the  degree  of  risk  involved.  By  confer¬ 
ring  discretionary  authority  upon  the 
professional,  the  customer  Is  often  de¬ 
pending  completely  upon  that  person  to 
determine  whether  the  risk  involved  in 
the  trade  is  suitable  for  him. 

<J)  Relationship  of  suitability  to  trad¬ 
ing  performance.  The  Commission  «n- 
phasixes  that  the  suitability  a  com¬ 
modity  trade  will  be  determined  without 
regard  to  the  subsequent  performance 
of  the  trade.  Itie  customer’s  incurring 
of  a  large  loss  would  have  no  bearing  on 
the  suitability  of  the  recommendation 
that  led  to  the  trade.  Suitability  would 
depend  on  the  customer’s  financial  c<m- 
dltkm  at  the  time  the  recommenda¬ 
tion.  In  applying  the  rule,  the  Commis¬ 
sion  will  not  “second  guess”  the  market 
judgment  of  the  commodity  pcofessi<xial. 

3.  Excessivx  Trading  (“Churning”) 

(a)  Introduction.  Proposed  { 166.3 
states  that  a  commodity  professional 
who  has  discretionary  authority  over  or 
otherwise  contrids  a  customer’s  accoimt 
In  which  commodity  interests  are  traded 
may  not  effect  trades  In  the  account  that 
are  excessive  In  size  or  frequency  In  light 
of  the  nature  of  the  accoimt  and  the 
commodity  Interest  Involved.  The  pro¬ 
posed  rule  merely  codifies  the  established 
principle  that  the  “churning”  of  com¬ 
modity  accoimts  Is  outlawed  by  the  anti¬ 
fraud  provisions  of  the  Commodity  Ex¬ 
change  Act.“  The  proposed  rule  is  in  no 

X  Booth  T.  PMvey  Conq>any  Commodity 
SerrlcM,  430  F.  Sd  133  (8th  Clr.  1970) ;  John¬ 
son  T.  Bspey.  841  P.  Supp.  784,  788  (8JJJ1.Y, 
1973).  Hecht  v.  Harris,  Upbam  Sc  Co..  383  F. 
Supp.  417,  437  (NX).  Cal.  1988),  modified  as 
to  damages,  430  F  3d  1303  (9th  Clr.  1970) 
[hereinafter  referred  to  as  "Hecht”]. 

Since  these  cases  Ineolved  commodity  fu¬ 
tures  accounts,  it  should  be  noted  that  the 


way  Intended  to  narrow  the  scope  of  the 
Act  or  the  rules  thereunder. 

While  no  precise  guidelines  can  be  es- 
tabUahed  as  to  what  constitutes  churn¬ 
ing  **  and  each  situation  must  be  judged 
on  Its  own  facts,  the  principal  elements 
of  the  offense  are  (1)  control  of  the  ac¬ 
count  by  the  professional  and  (2)  exces¬ 
sive  trading. 

*b)  Control.  Control  exists  where  (1) 
the  customer  has  expressly  authorized 
the  professlcmal,  through  a  power  of  at¬ 
torney,  trading  authorization  or  other¬ 
wise,  to  effect  trades  for  his  account  or 
(11)  the  professional  In  fact  exercises 
control  over  the  account  even  though  no 
grant  of  discretion  had  been  made.”*  Fac¬ 
tual  control  exists  where  the  profes¬ 
sional — by  reason  of  the  trust  and  con¬ 
fidence  placed  In  him  by  the  customer, 
the  customer's  lack  of  sophistication  In 
commodity  trading,  or  some  combination 
of  these  factors — significantly  Influences 
the  trading  In  the  account.**  The  mere 
fact  that  the  customer  occasionally  Initi¬ 
ates  his  own  trades  or  rejects  the  profes¬ 
sional’s  advice  would  not  preclude  the 
existence  of  factual  control,  nor  would 
the  customer’s  sophistication  in  com¬ 
modity  trading. 

(c)  Excessive  trading.  No  precise  math¬ 
ematical  test  can  be  formulated  for  de¬ 
termining  whether  a  commodity  account 
has  been  excessively  traded.  Ll^ed  below 
are  some  of  the  factors  that  the  Commis¬ 
sion  would  consider  in  determining  if  an 
account  has  been  so  traded.  The  Commis¬ 
sion  emphasizes  that  this  Is  not  an  ex¬ 
haustive  list;  other  factors  could  be  rel¬ 
evant  In  particular  situations.  And.  the 
absence  (rf  a  particular  factor  or  factors 
would  not  preclude  a  finding  of  churning. 

(1)  The  turn-over  rate.  This  is  the  ratio  of 
the  total  cost  of  purchases  made  lor  the  ac¬ 
count  during  a  given  period  of  time  to  the 
average  month-end  net  equity  In  the  account 
during  the  period.  The  amount  of  permissible 
turn-over  will  depend  upon  such  factors  as 
market  conditions,  the  commodity  Interest 

churning  of  a  commodity  option  account 
would  violate  the  Goramiaeion's  antifraud 
rule  (I  32.9)  relating  to  those  commodity  in¬ 
terests. 

“  Advisory  Committee  RepcM-t,  p.  13. 

•  •  [cjontrol  need  not  amount  to  a 
formal  vesting  of  discretion  in  the  repre¬ 
sentative  •  •  Hecht  at  433. 

*>  A  niunber  of  commodity  firms  currently 
operate  trading  programs  in  which  customers 
who  maintain  accounts  with  the  firm  regu¬ 
larly  receive  recommendations  or  "signals” 
generated  by  a  technical  trading  system.  Al¬ 
though  the  accounts  of  the  participating 
customers  may  not,  by  their  terms,  be  discre¬ 
tionary,  these  programs  are  designed  to  pro¬ 
vide  best  results  when  the  signals  are  regu¬ 
larly  followed,  and  the  Commission  under¬ 
stands  that  participants  do  in  fact  follow  a 
high  proportion  of  the  signals.  For  this  rea¬ 
son,  and  because  the  poMibillty  of  churning 
exists  in  the  operation  of  these  programs,  the 
Commission  will  tend  to  regard  accounts 
maintained  by  program  participants  as  con¬ 
trolled  by  the  program  operator  for  purposes 
of  the  rule.  Indeed,  the  Chicago  Board  of 
Trade  has  recommended  that  its  members 
treat  trading  program  accounts  as  discretion¬ 
ary  accounts  unless  the  member  can  be  cer¬ 
tain  that  the  customer  has  given  ^>eclfic 
price  instructions. 

Involved  and  the  trading  objectives  of  the 
customer. 


(11)  77ie  nature  of  the  account.  As  Indicat¬ 
ed  in  (1)  above,  the  stated  objective  of  the 
customer  is  an  important  factor.  A  turn-over 
rate  that  is  acceptable  in  the  account  of  an 
individual  who  wishes  to  trade  especially  ac¬ 
tively  may  be  unacceptable  in  the  account 
of  an  average  trader. 

(ill)  "/n-ond-out"  trading.  Since  the  es¬ 
tablishment  of  market  poeltloiie  for  periods 
of  less  than  a  day  (such  trades  are  commonly 
known  as  “day  trades”  or  "in-and-out 
trades")  can  generate  substantial  commission 
revenues,  this  type  of  trading — although 
clearly  not  inherently  Improper— could  be  a 
factor  in  determining  whether  an  account 
has  been  churned. 

(Iv)  Ration  of  commissions  to  net  equity. 
The  ratio  of  the  commissions  generated  by 
the  account  during  a  particular  period  to  the 
average,  month-end  net  equity  in  the  ac¬ 
count  during  the*peiiod  is  also  a  significant 
factor,  particularly  when  it  can  be  compared 
to  the  commission-equity  ratio  in  other  sim¬ 
ilar  accounts  maintained  with  the  commod¬ 
ity  professional. 

(d)  Relationship  betioeen  Suitability 
and  Churning.  While  churning  is  of 
course  unsuitable  tor  any  customers,  an 
important  distinction  between  these  two 
concepts  is  that  suitability  can  apply  to 
Individual  transactions  while  churning 
usually  Involves  a  series  oi  transactions.** 
The  fact  that  each  transaction  in  a  series 
of  transactlcms  might — when  viewed 
alone — be  suitable  for  the  customer 
would  not  prev^t  the  series  of  transac¬ 
tions  from  constituting  churning.  In 
short,  a  series  suitable  transactions 
could  constitute  churning. 

(e)  Application  of  the  rule  to  pool  op¬ 
erators  and  trading  advisors.  The  churn¬ 
ing  rule  would  iq>ply  not  only  to  PCMs 
and  their  associated  persixis  but  also  to 
pool  operators  and  trading  advisors  (and 
their  employees).  The  possibility  of 
churning  by  a  pool  operator  exists  where, 
for  example,  the  operator  ben^ts  finan¬ 
cially  from  the  brokerage  commissions 
generated  by  the  pooL  Similarly,  the  po¬ 
tential  for  fuming  by  trading  advisors 
exists  where  the  advisor  (1)  exercises  in¬ 
fluence  over  the  client’s  trades  and  (2) 
benefits  from  the  commissions  generated 
by  the  customer’s  trades — for  example,  if 
the  trading  advisor  has  a  reciprocal  fee 
arrangement  with  the  FCM  through 
which  the  client  trades. 

(f)  The  relationship  between  the 
churning  of  commodity  accounts  and 
churning  of  securities  accounts.  Pro¬ 
posed  f  166.3  is  quite  similar  to  rule  15cl- 
7(a)  of  the  S^urlties  and  Exchange 
Commission,  which  basically  prohibits 
(In  the  over-the-counter  market)  the 
churning  of  a  customer’s  securities  ac¬ 
count  by  a  broker-dealer.”  The  similar- 

»•*•••  (CJhumlng  •  •  •  baa  to  do  •  •  • 
not  with  single  transactlona  but  with  the 
volume  and  frequency  of  a  series  of  transac¬ 
tions  •  •  *.■•  Hecht  at  437. 

”"The  term  manipulative,  deceptive,  or 
other  fraudulent  device  or  contrivance,  as 
used  in  section  15(c)  ot  the  Act  (the  Securi¬ 
ties  Exchange  Act  ot  1984) ,  Is  hereby  defined 
to  Include  any  act  ot  any  broker  or  dealer 
designed  to  effect  with  or  for  any  customer’a 
aocoimt  in  respect  to  which  such  broker  or 
dealer  or  his  agent  or  employee  Is  vested  with 
any  discretionary  power  any  transacttona  ot 
purchase  or  sale  which  are  excessive  In  view 
of  the  financial  reeources  and  cfaaraoter  of 
such  acooimt.”  17  CPU  340.16cl-7(a). 
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ity  of  the  rules  is  understandable  since 
in  both  industries  (i)  customen  trade 
through  professionals  whose  remunera¬ 
tion  usually  depends  on  the  vdume  of 
transactions  in  the  customer’s  account, 
(il)  there  is  a  temptation  for  Uie  pro¬ 
fessional  to  cause  an  excessive  number  of 
transactkms  in  order  “to  derive  profit  for 
himself  while  disregarding  the  interests 
of  the  cusUMner,’’  **  and  (iii)  the  profes¬ 
sional  <rften  occupies  the  dual  role  of  ad¬ 
visor  to  the  customer  and  agent  for  ef¬ 
fecting  trades.  Thus,  because  the  motive 
and  opportunity  for  churning  are  basic¬ 
ally  the  same  in  securities  and  commod¬ 
ities  trading,  the  various  factors  that 
tiave  been  considered  by  the  SEC  and  the 
courts  in  determining  whether  a  securi¬ 
ties  account  has  been  churned  are  gen¬ 
erally  relevant  to  commodity  chunUng 
situations.  The  Commission  emphasizes, 
however,  that  there  are  certain  funda¬ 
mental  differences  between  securities 
and  commodities  trading,  which  it  will 
consider  in  ai^lying  its  churning  rule. 
For  example,  commodity  futiu'es  and 
options  "are  inherently  "short-term’’ 
whereas  most  securities  can  be  held  for 
indefinite  periods.  In  addition,  since  fu¬ 
tures  contracts  can  usually  be  purchased 
on  much  smaller  margins  than  securi¬ 
ties,  the  ratio  of  total  purchases  to  ac¬ 
count  equity  may  be  greater  in  a  com¬ 
modity  account  than  in  a  similar  securi¬ 
ties  account.  Also,  brcAerage  cmnmisslons 
are  computed  differently  in  the  two 
Industries. 

4.  Unauthorized  Trading 

Unauthorized  trading  by  FCMs  is  a 
frequwit  customer  complaint.  These 
complaints  usually  relate  to  (1)  disputes 
as  to  whether  a  trade  was  in  accordance 
with  the  customers’  instructions  as  to 
price,  quantity,  etc.;  (2)  disputes  as  to 
whether  a  trade  was  authorized  at  all; 
and  (3)  disputes  as  to  whether  the  cus¬ 
tomer  had  granted  the  FCM  or  other 
person  discretionary  authority  to  effect 
trades  for  his  account. 

The  Commission  is  prc^xising  two 
measures  to  facilitate  the  resoluticm  of 
these  disputes  and  reduce  unauthorized 
trading.  As  discussed  more  fully  below, 
FCMs  would  be  required  to  confirm  all 
customer  trades  and  FCMs  and  associ¬ 
ated  persons  would  be  prohibited  from 
exercising  discretionary  authority  over 
any  customer  accoimt  unless  they  had 
prior  written  authorization  'from  the 
custcaner. 

(a)  Confirmation  requirement.  The 
Commission  proposes  to  require  FCMs 
promptly  to  send  a  written  oonfirmation 
statemait  to  the  customer  upon  the  exe¬ 
cution  of  each  order  for  a  commodity  fu¬ 
tures  contract.  Currently,  the  Cmnmls- 
sion’s  regulations  require  confirmation 
statements  to  be  sent  only  upon  the  exe¬ 
cution  of  futures  orders  for  controlled 
accounts  that  are  submitted  by  the  con- 


at  435. 


troUer  of  the  account  (1 1.33a(a) )  .*  Uh- 
der  the  Commissloa^  regulations,  the 
only  notice  that  custmners  are  required  to 
receive  M  other  tradm  is  the  monthly 
statement,  and  the  only  trades  required 
to  be  shown  on  that  statement  are  those 
which  represent  positiims  that  were  open 
as  of  the  month  end,”  Since  a  customer 
is  mco-e  likely  to  detect  an  imauthorlzed 
trade  if  he  receives  prompt  confirmation 
statements  than  if  he  receives  only  a 
mcmthly  statement,  the  priHXised  con- 
firmatiiHi  requirement  should  help  to 
discourage  unauthorized  trading.  The 
Commission  does  not  believe  the  con¬ 
firmation  requirement  would  impose  a 
significant  burden  since  most  FCMs  al¬ 
ready  send  confirmation  statements  to 
their  customers. 

(b)  Discretionary  accounts.  Proposed 
S  166.4  prohibits  FCMs  and  their  associ¬ 
ated  persons  frcxn  effecting  commodity 
trades  for  customers  unless  the  customer 
or  person  cmitrolling  the  accoimt  had 
either  (1)  “specifically  authorized’’  the 
FCM  or  associated  person  to  purchase  or 
sell  a  specified  amount  of  the  commodity 
interest,  or  (ii)  authtH'ized  the  FCM  or 
associated  person,  by  means  of  a  written 
power  of  attorney  or  similar  trading  au- 
thorizatimi,  to  effect  trades  for  the  ac¬ 
count  without  the  customer’s  prior  ap¬ 
proval.  A  trade  would  be  deemed  “spe¬ 
cifically  authorized”  notwithstanding 
the  fact  that  the  customer  ot  account 
contn^er  gave  the  FCM  or  associated 
person  discfetion  as  to  price;  so  long  as 
the  customer’s  instructkms  rriated  to  a 
specified  amount  of  a  specified  commod¬ 
ity  interest,  a  power  of  attorney  or  sim¬ 
ilar  authorization  would  not  be  required. 

The  rule  also  provides  that  the  power 
of  attorney  or  trading  authorization 
would  be  invalid  if  it  permitted  the  P'CM 
or  associated  person  to  exercise  dis¬ 
cretionary  authority  over  the  accoimt  for 
more  than  one  year,  although  written 
renewals  of  the  authorization  would  be 
permitted. 

In  addition  to  the  requirements  of  pro¬ 
posed  1 166.4,  proposed  i  166.5  (super- 


•  Section  1.33a(s).  which  would  be  re¬ 
placed  by  {  1.33b,  provides  In  pertinent  part: 
"With  respect  to  any  account  controlled  by 
nny  person  other  than  the  ciutomer  for  whom 
such  account  Is  carried,  each  futures  com¬ 
mission  merchant  maU  •  •  •  promptly  con¬ 
firm  in  writing  directly  to  the  customer  for 
whom  such  account  la  carried  the  execution 
of  any  trade  originated  by  the  controller  of 
the  account  •  •  •." 

Only  two  of  the  exchanges  require  con¬ 
firmation  of  all  trades  and  there  are  more 
than  100  FCMs  that  are  not  members  of  one 
or  both  of  those  exchanges. 

All  commodity  option  transactions  effected 
by  FCMs  for  their  customers  must  be  con¬ 
firmed  In  writing.  I  S2.5(d) . 

"Section  1.38  reads:  "Kach  futures  com¬ 
mission  merchant  shall  promptly  furnish  In 
writing  directly  to  each  customer,  as  of  the 
close  of  the  last  business  day  of  each  cal¬ 
endar  month  or  as  of  any  regular  monthly 
date  selected:  (a)  A  statement  which  clearly 
shows  the  open  contracts  with  prices  at 
which  acquired,  and  the  ledger  balance  car¬ 
ried  for  the  customer's  account;  (b)  a  state¬ 
ment  which  clearly  shows  the  net  unrealized 
profit  or  loss  In  all  open  contracts  figured  to 
the  market  •  •  •’•  (Emphasis  added.) 


Vision)  requires  each  delegation  of  dis¬ 
cretionary  authority  to  be  approved  by 
a  supervisor  of  the  firm  and  each  trade 
in  a  discretionary  account  to  be  reviewed 
by  a  supervisor  on  the  day  of  execution. 

The  Commission  requests  comments 
on  the  Advisory  Committee’s  recom¬ 
mendation  that  TCMs  bcprohlbited  from 
maintaining  discretionary  accounts  for 
customers  whose  account  equity  is  below 
a  certain  size  (for  example,  $5,000). 
Since  several  exchanges  already  have 
such  requirements,  the  Commission’s 
adoption  of  such  a  rule  would  promote 
unifprmity.  On  the  other  hand  the  rule 
might  force  small  traders  to  place  their 
own  orders  or  join  pools — a  result  that 
they  may  not  desire  and  that  may  not 
always  be  desirable. 

5.  Supervision 

Proposed  S  166.5  would  supplement 
section  5a(8)  of  the  Act  and  S  1.51  of  the 
Commission’s  rules — which  basically  re¬ 
quire  ccmtract  markets  to  oversee  the  ac¬ 
tivities  of  their  members  ” — by  ext^dlng 
directly  to  all  ccHnmodity  firms  the  prin¬ 
ciple  of  supervised  self -regulation  that  is 
embodied  in  those  provisions.  Under  the 
rule,  all  Commission  registrants  other 
than  associated  persims  must  “diligently 
supervisd”  the  handling  of  all  com¬ 
modity  accounts  maintained  with  the 
registrant  and  all  other  activities  of  the 
registrant’s  employees  relating  to  the 
firm’s  commodity-interest  activities.  In 
addition,  the  rule  establishes  specific 
supervision  requirements  for  FCMs.  as 
they  handle  the  bulk  of  the  ccmimodity 
customer  business. 

The  need  for  a  supervision  rule  is  evi¬ 
dent  from,  among  other  things,  the  Ifigdi 
rate  of  employee  turnover  in  the  com¬ 
modities  Industry.  Hlstrocially,  approxi¬ 
mately  20%  of  the  associated  persons  do 
not  apply  for  re-reglstraticm  and  the 
Commission  receives  hundreds  of  associ¬ 
ated  person  applications  each  month 
from  individuals  not  previously  regis¬ 
tered  with  the  Commission.  This  high 
proportion  of  inexperienced  employees 
makes  close  supervision  particularly 
important. 


"SecUon  6a (8)  of  the  Act,  7  U.8.C.  7a(8), 
bcMlcaUy  requires  each  contract  market  to 
entorce  all  bylaws,  rules,  regulations  and 
resolutions  which  relate  to  terms  and  con¬ 
ditions  in  contracts  of  sale,  or  to  other  trad¬ 
ing  requirements,  and  which  have  been  ap¬ 
proved  by  the  Commission. 

Section  1.51  of  the  Commission’s  rules,  17 
CFR  1.51,  requires  each  contract  market  to 
use  "due  diligence"  in  maintaining  a  rule 
enforcement  program.  The  program  must  in¬ 
clude:  investigation  of  customer  complaints 
and  of  aU  other  alleged  or  apparent  violations 
of  the  contract  market’s  bylaws,  rules,  etc.; 
surveillance  of  members  to  detect  and  pre¬ 
vent  BU<^  violations;  and  the  taking  of 
prompt  discii^lnary  action  for  any  violation. 
Thus,  just  as  contract  markets  are  required 
by  {1.51  to  "use  due  diligence”  in  super¬ 
vising  members  to  ensure  their  compliance 
with  certain  provisions  of  the  Act  and  with 
the  contract  maiicet’s  bylaws,  riUes,  regula¬ 
tions  and  resolutions,  all  commodity  firms 
would  be  required  under  {  166.6  to  supervise 
their  employees  diligently. 


FEDERAL  REGISTER,  VOL  42,  NO.  172 — TUESDAY,  SEPTEMBER  6,  1977 


PROPOSED  RULES 


44717 


(a)  FCM  Duties.  Under  i  186.5,  PCM’s 
must  designate  a  supervisor  for  each  as¬ 
sociated  person  whose  duties  are  not 
wholly  supervisory.  The  supervisor  must 
be  a  partner,  officer,  branch  manager  or 
other  qualified  supmdsory  associated 
person  of  the  PCM.  If  the  PCM  has  desig¬ 
nated  more  than  one  supervisor  (which 
would  be  the  case  with  firms  having  mul¬ 
tiple  (rffices)  the  firm  must  designate  a 
partner  or  officer  to  supervise  those 
middle-level  supervisors.  Also,  FCMs 
must  establish,  maintain  and  enforce 
written  procedures  that  provide  for  com¬ 
pliance  with  various  duties  specified  in 
the  rule.  A  copy  of  the  procedures  must 
be  kept  in  each  business  office  of  the  firm 
and  Is  subject  to  Commission  Inspection. 
The  required  procedures  are  as  follows: 

(1)  Opening  of  accounts.  The  FCM  must 
provide  for  the  approval  by  a  supervisor  of 
the  opening  of  each  commodity  customer  ac¬ 
count.  The  approval  m\ist  be  In  writing  and 
must  be  obtained  before  the  opening  of  t4ie 
accoimt.  In  approving  a  new  account,  the 
supwvlsor  should  determine  whether  any  re¬ 
sections  abould  be  imposed  upon  the  ac¬ 
count  (such  as  limiting  the  number  of  con¬ 
tracts  that  may  be  purchased  for  the  cus¬ 
tomer  or  requiring  a  certain  level  of  nuurgln) . 

(U)  Grant  of  discretionary  authority.  The 
FCM  must  provide  for  the  supervisor’s  prior 
wrlten  approval  of  any  grant  of  discretionary 
authority  to  an  associated  person.  The  super¬ 
visor  should  determine  whether  the  associ¬ 
ated  parson  has  had  sufflclent  experience  to 
handle  this  type  of  account. 

(Ul)  Discretionary  trades.  Each  commodity 
transaction  effected  pursuant  to  discretion¬ 
ary  authority  must  be  iq>proved  In  writing  by 
a  supervisor  on  the  day  of  the  transaction. 
The  approval  Is  not  required  to  be  obtained 
before  the  trade,  as  this  might  make  It  dlfll- 
cult  for  the  associated  person  to  execute  an 
advantageous  trade  In  a  volatile  market.  Ap¬ 
proval  could  be  shown  by  the  supervisor’s 
Initialing  of  the  order  ticket  or  by  any  other 
method  that  would  demonstrate  a  proper 
review  of  the  trade  by  the  supervisor. 

(Iv)  Frequent  review  of  all  commodity  ac¬ 
counts.  The  supervisor  must  frequently  ex¬ 
amine  the  trading  In  each  account  under  his 
supervision  to  detect  and  prevent  any  viola¬ 
tion  of  the  Act  or  the  Commission's  rules 
(particularly  churning  of  the  account  and 
unsuitable  trades)  and  any  violation  of  the 
rules  of  any  contract  market  to  which  the 
firm  belongs. 

(V)  Customer  complaints.  The  supervisor 
must  promptly  review — and  act  upon,  where 
iq>proprlate — all  customer  complaints, 
whether  written  or  oral,  concerning  the  asso- 
eiated  persons  under  his  supervision. 

(vl)  Correspondence.  The  supervisor  must 
also  review  all  correspondence  sent  or  re¬ 
ceived  by  associated  persons  pertaining  to 
the  solicitation  or  acceptance  of  commodity 
orders.  Correspondence  should  be  Inspected 
for  unsuitable  recommendations  and  other 
misconduct. 

In  establishing  supervisory  procedures 
to  comply  with  the  Commission’s  pro¬ 
posal,  FCMs  would  be  permitted  to  use 
such  automated  systems  as  may  be  ap¬ 
propriate  to  carry  out  required  super¬ 
visory  procedures. 

.  Tlie  Commission  recognizes  that  the 
performnace  of  a  wrongful  act  by  an  em¬ 
ployee  of  a  commodity  firm  in  the  course 
of  his  employment  does  not  necessarily 
mean  that  the  employee  was  Improperly 
supervised,  although  it  is  often  a  strong 
indication  of  a  lack  of  proper  supervision. 


(b)  Relationship  of  i  16i£  to  the 
supervision  requirements  applicable  to 
securities  broker-dealers.  The  Commis¬ 
sion’s  proposed  supervisimi  rule  is  similar 
in  many  respects  to  the  supervision  re¬ 
quirements  applicable  to  securities 
broker-dealers.  These  requirements  are 
contained  in  the  rules  of  various  self- 
regulatory  organizations* **  and  the  Se¬ 
curities  and  Exchange  Commission.* 
This  similarity  should  facilitate  compli¬ 
ance  with  1 166.5  by  the  approximately 
55  FCMs  that  are  also  securities  broker- 
dealers. 

(c)  Relationship  of  S  166.5  to  the 
supervision  rules  of  contract  markets 
and  registered  futures  associations.  Sev¬ 
eral  contract  markets  have  adopted  rules 
requiring  their  members  to  meet  super¬ 
vision  requirements  similar  In  some  re¬ 
spects  to  those  set  forth  In  S  166.5  for 
FCMs.*  But  not  all  FCMs  are  members 
of  contract  markets  with  such  rules  and 
a  significant  number  of  FCTMs  are  not 
members  of  any  contract  market.  The 
Commission  emphasizes  that  S  166.5  Is 
not  intended  to  supplant  cfmtract  market 
supervision  rules  or  to  discourage  ccm- 
tract  markets  from  proposing  new  super¬ 
vision  rules  that  are  consistent  with 
}  166.5. 

Id)  Impact  upon  small  firms.  The 
Commission  recognizes  that  smaller  com¬ 
modity  firms  cannot  economically  main¬ 
tain  the  type  of  extensive  supervision 
programs  and  systems  that  larger  firms 
can  support.  Thus,  the  specific  supervi¬ 
sion  requlrnnents  applicable  to  FCMs 
are  designed  so  that  they  can  feasibly  be 
implemented  by  the  smaller  firms.  At 
the  same  time,  however,  the  C(xnmisslon 
believes  these  requirements  are  suffi¬ 
ciently  strict  to  provide  meaningful  and 
effective  protections  to  the  customers  of 
all  FCMs. 

(e)  Pool  operators  and  trading  ad¬ 
visors.  An  account  carried  by  a  com¬ 
modity  pool  with  an  FCM  would  be  con¬ 
sidered  as  “maintained  with”  the  pool 
operator  (as  well  as  with  the  FCM)  for 
purposes  of  the  rule.*  Thus,  if  a  pool 
operator  has  delegated  to  its  employees 
or  an  outside  trading  advisor  the  han¬ 
dling  of  the  pool,  the  c^jerator,  would  be 
required  to  supervise  them  in  that 
regard.  For  example,  the  pool  operator 
would  be  required  to  conduct  a  frequent 
review  of  the  pool’s  trades  to  detect  any 
evidence  of  churning  or  mishandling  of 
pool  funds,  and  to  take  appropriate 
action  if  he  suspected  misconduct. 

Similarly,  an  account  maintained 
with  an  FCM  over  which  a  trading  ad¬ 
visor  has  a  power  of  attorney  would  be 

*E.g.,  art.  ni  section  27  of  the  Rules  of 
Fair  Practice  of  the  National  Association  of 
Securities  Dealers,  Inc.  (OCH  NASD  Manual 
Par.  2177):  Rule  406  of  the  New  York  Stock 
Exchange. 

*  17  CFR  240.I5bl0-4. 

**  E.g.,  rule  942  of  the  (%lcago  Mercantile 
Exchange;  rule  151  of  the  Chicago  Board  of 
Trade.  . 

*^7110  rule  states  that  “each  Ccunmlsslon 
registrant  other  than  an  asaoclated  person 
most  diligently  supervise  the  handling  of  all 
commodity  accounts  ‘maintained  with’  the 
registrant*  •  *.’’ 


Viewed  m  “maintained  with”  the  ad¬ 
visor  M  well  as  the  FCM.  The  advisor 
would  be  required  to  supervise  the  handl¬ 
ing  of  the  account  by  its  en^doyees. 

(f)  Request  for  comments  upon  pre- 
emplogment  inquiry  requirement.  In 
conducting  fitness  checks  oi  ^Tplleants 
for  registration  as  associated  person,  the 
Commission  has  on  a  number  of  occa¬ 
sions  discovered  information  about  the 
applicant’s  background  that  clearly 
demmistrated  a  lack  of  fitness  to  be 
registered.  In  these  cases,  it  Is  highly 
doubtful  that  the  FCM  would  have 
employed  the  individual  if  it  had  known 
the  information.  ’ITits  suggests  the  need 
for  a  rule  expressly  requiring  FCMs  to 
ascertain  by  investigation  the  fitness  of 
any  person  they  jxtipose  to  employ  as 
an  as.sociated  person.  Comments  are  re¬ 
quested  on  the  need  for  an  appropriate¬ 
ness  of  such  a  rule. 

6.  FCM  Disclosure  Statement 

Proposed  1 1.55  would  require  FCM’s 
to  furnish  each  commodity  customer 
with  a  disclosure  document  containing 
an  explanation  of  the  risk  of  loss  inher¬ 
ent  in  trading  commodity  futures  con¬ 
tracts.*  In  addition,  comments  are 
requested  on  whether  the  statement 
should  also  disclose  (1)  whether  the  FC7M 
dual  trades  (i.e.,  maintains  a  house  ac¬ 
count),  (ii)  whether  the  associated 
perscms  of  the  FCM  and  its  other  rai- 
ployees  are  permitted  to  trade  futures 
for  their  own  accounts,  and  (ill)  whether 
the  fioOT  brokers  to  whom  the  FCM 
transmits  its  customers’  orders  trade  for 
their  own  accounts. 

(a)  Risk  disclosure.  It  is  essential  ih&t 
commodity  customers  be  aware  of  the 
substantial  risk  of  loss  Inherent  in  fu¬ 
tures  trading.  As  the  Advisory  Commit¬ 
tee  stated  in  its  report  (p.  2) : 

Attracted  to  futures  trading  by  low  mar¬ 
gins,  high  leverage  and  volatile  prices,  the 
new  and  Inexperienced  <xanmodity  trader 
often  falls  to  realize  that  these  same  factors 
can  lead  to  Miarp  losses  as  weU  as  targe  and 
riqiid  gains.  Acctzrdlngly,  It  Is  absolutely  es¬ 
sential  that  commodity  futures  professionals 
who  deal  with  the  public  be  required  to  dis¬ 
close  to  each  new  customer  the  substantial 
risk  of  loss  that  generally  exists  In  futures 
trading.  This  disclosure  must  be  in  writing; 
It  must  be  concise  and  imderstandable  to 
the  Inexperienced  trader;  and  the  dlscloeure 
document  must  be  conspicuously  brought  to 
the  customer’s  fuU  attention  when  it  is  trans¬ 
mitted  to  him. 

Pr(H>06ed  S  1-55  would  implement  this 
recmnmendatlMi.  ’The  risk  disclosure 
statement  should  explain,  amcmg  other 
things,  that  the  high  degree  of  leverage 
available  in  futures  trading  creates  the 
potential  for  large  and  rapid  losses  as 
well  as  gains,  and  that  successive  days  of 

"’The  rule  does  not  require  disclosure  of 
the  risks  of  trading  c<Hnmo<llty  Interests 
other  than  futures  oontracta  •>  such  dla- 
elosure  Is  presently  required  In  the  case  of 
cations  ( i  32 A) .  Similarly,  the  rule  doea  not 
apply  to  trading  advlsora  and  pool  opeeaton 
because  the  Commission  azpects  to  adopt  a 
series  of  rules  for  those  registrants  that  wtE 
Include  risk  dlsclosxure  requirements. 
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limit  trading  can  render  stop-loas  orden 
tneffectiTe. 

(b)  Dual  trading.  While  the  Commla- 
slon’s  dual  trading  regulattona  (Part  155) 
will  Mihfitantiany  mintmiM  dual  trading 
abuses,  some  customm  may  prefer  to 
maintain  accounts  with  PClls  that  (1) 
do  not  dual  trade.  (11)  do  not  permit 
their  employees  to  trade  for  their  own 
accounts  and — In  particular — (lU)  do  not 
deal  with  floor  broken?  who  dual  trade. 
A  requirement  that  FCMb  disclose  these 
matters  to  each  customer  might  simplify 
the  process  of  ascertaining  the  FCM’s 
pedicles  on  dual  trading. 

The  Commission  recognizes  that  the 
risk  disclosure  document  will  be  of 
limited  effectiveness  if  it  Is  lengthy  and 
complex.  As  the  Advisory  Oxnmlttee 
needed,  “(a)  lengthy  document  simply 
will  not  be  carefully  read  by  many  cus¬ 
tomers"  (Report,  p.  2) .  If  the  disclosure 
documents  become  overly  lengthy  or 
overly  complex,  the  Commisslcm  would 
consider  drafting  a  uniform  disclosure 
document,  as  the  Committee  suggested. 

7.  Aovxstising  or  Coamoomr  Tsading 

PnFOaMAMCB 

Proposed  S  166.6  prohldts  Commission 
registrants  and  their  representatives 
from  advertising  the  performance  of 
idmuiRted  or  hypothetical  commodity  in¬ 
terest  trades  or  accounts.  The  rule  is 
identical  to  recently-proposed  98  4.6  and 
5.5  (which  would  bar  commodity  pool  op¬ 
erators  and  cmnmodlty  trading  advls<ua 
from  advertising  simulated  or  hypothet¬ 
ical  r^ults)  except  that  it  would  apply 
to  all  omnmodity  professionals;  the  rea¬ 
son  for  extending  the  prohibition  is  that 
the  serious  problems  that  are  posed  by 
a  pool  operatm^s  or  trading  advisor’s  use 
of  a  simulated  program**  are  equally 
present  where  an  PC7M  or  other  profes¬ 
sional  uses  such  a  device.  If  adopted. 
1 166.6  would  replace  99  4.6  aiul  5.5. 

*nie  Commission  also  requests  com¬ 
ments  on  the  Advisory  Committee’s  rec¬ 
ommendation  that  commodity  profes- 
sionals  be  prohibited  from  advertising 
the  poformance  of  any  commodity  ac¬ 
count  that  had  not  been  actively  traded 
for  at  least  one  year.  ’The  Committee 
recognized  that  this  prohibition — ^ilke  the 


■■  For  flzampte.  In  proposing  i  4.6  tb»  Com- 
nasstoa  stated  (43  rR  9381,  Fsbruary  18. 
1977) :  It  may  be  relattvely  easy,  tbrough 
nindslght,  to  design  a  succeaeful  simulated 
account.  However,  slnoe  a  commodity  pool 
operator  cannot  be  required  to  maintain  a 
record  of  tbe  “trades*'  in  a  eimulated  ac¬ 
count,  because  such  “trades”  new  actually 
took  irtace,  tt  would  be  dUIUnilt,  ttme-ooDsnm* 
tog  sjv»i  fluently  Impoesible  for  a  prospec¬ 
tive  pool  participant,  or  tbe  Ootnmiaslon,  to 
nhtAin  sulQclently  detaUed  records  to  verify 
tbe  aocuncy  and  legitimacy  of  statements 
regarding  such  accounts.  The  validly  of 
accounts  is  also  questionable  be- 
oauM  of  the  uncertainties  of  order  execution. 
TTmto  may  be  instances  in  which  the  hypo- 
<eM>ticsi  trade  that  was  “executed”  for  the 
ataoulated  account  could  not  have  taken 
plart  in  aetual  trading.  For  example,  if  the 
iMwket  Im  a  parUeular  contract  were  rala- 
Itvaly  Inaottva,  only  a  portton  of  the  “order* 
may  have  bean  eneeutahle  a*  the  asMinMd 
price. 


ban  on  adverdalng  simulated  results — 
might  creata  difficulties  for  new  entrants 
into  the  commodity  Industry,  but  never- 
thelen  felt  that  the  measure  was  Justi¬ 
fied  by  the  *hlfihly  misleading’’  nature 
of  short-term  results.  (Report,  p.  34.) 

A  passible  alternative  to  a  prohibition 
would  be  a  rule  requiring  advertisements 
of  short-tenn  performance  to  be  acoom- 
panled  by  a  conspicuous  statement  that 
short-term  results  can  be  misleading, 
comments  are  requested  on  this  ap¬ 
proach. 

The  rationale  for  9  S.S  was  the  same. 
See  42  FR  9270  (F^ruary  15,  1977). 

In  proposing  the  pool  operator  and 
trading  advisor  rules,  the  Commissiem 
requested  comment  on  restricting  the 
ability  of  those  professionals  to  "adver¬ 
tise  selectively  the  performance  of  only 
certain  commodity  accounts  or  of  only 
certain  periods  of  trading  or  trading  se¬ 
quences  in  such  accounts.”  42  PTt  9281 
(February  15,  1977).  ’The  Commission 
hereby  requests  comments  on  the  same 
or  similar  restrictions  for  the  other 
commodity  professionals. 

8.  Doz  Dilicence 

Proposed  9 1.56  requires  FCi^Ms  and 
their  associated  persons  to  use  due  dili¬ 
gence  In  the  handling  of  customm* 
orders  so  as  to  obtain  the  best  price  for 
the  customer.  ’The  rule  imposes  no  new 
obligations  upon  FC5Cs  or  their  asso¬ 
ciated  persons,  since  as  agents  for  their 
customers  they  are  impliedly  obligated 
to  handle  orders  in  this  manner.  ’Ihe 
codification  of  this  implicit  obligation  will 
promote  greater  awaraaess  on  the  part 
of  FCMs  and  their  associated  persons  of 
their  obligatkm  and  will  provide  cus- 
tfxners  with  an  express  right  to  diligent 
handling  of  their  orders. 

As  part  of  their  due  diUgoice  respon¬ 
sibility,  FCTMs  and  assoctated  persons 
must  strictly  adhere  to  the  principle  of 
"customer  first”  In  any  situation  where 
their  own  trades  might  adversdy  affect 
tbe  execution  of  the  customer’s  order.** 
For  example,  if  an  FC7M  Is  intending  to 
purchase  a  large  number  of  ocrntracts  of 
a  particular  commodity  for  its  house  ac¬ 
count,  It  must  execute  its  ciistomers’ 
purchase  orders  for  those  contracts  first. 
The  "customer  first’’  responsibility  ap¬ 
plies  to  both  discretionary  and  nondls- 
cretlonary  customer  accounts. 

Due  diligence  also  means  the  careful 
and  efllcient  handling  of  customers’  or¬ 
ders.  For  example,  orders  should  be 
transmitted  in  a  timely  fashion  to  the 
trading  floor,  FC^ds  should  exercise  care 
in  the  choice  of  floor  brokers  and  asso¬ 
ciated  persons  who  handle  orders  should 
be  properly  trained. 

Rule  1.56  does  not  apply  to  floor 
brokers  since  they  do  not  ordinarily  deal 
directly  with  commodity  customers.  In 
any  event,  floor  brewers  have  an  implied 


“Rule  1.68  win  thus  supplement  the  spe- 
clflc  requiremente  of  |  16S.3(a).  under  which 
FCMS  must  eetebllsh.  maintain  and  enforce 
proeeduret  to  Insure  that  orders  for  ctis- 
tomen’  aoeounta  are  tninamltted  for  execu- 
tton  before  any  order  In  the  same  commodity 
for  a  proprietary  aooount  or  certain  other 
aooounta.  See  43  FR.  68138  (Deo.  33.  1976). 


obligation — ^Just  as  do  FCMs  and  their 
associated  persons — to  use  due  diligence 
in  handling  customers’  order  as  agents 
for  others. 

9.  Rscobsino 

(a)  Supervision.  As  described  above, 
proposed  9  166.5  (supervision)  requires 
PXTMs  to  provide  for  the  written  approval 
by  a  designated  supervisor  of;  (1)  ’The 
opening  of  each  commodity  accoimt; 
(2)  the  delegation  by  any  customer  of 
discretionary  authority  to  an  associated 
person  of  the  firm;  and  (3)  ea(^  trans¬ 
action  in  a  discretionary  account.  In 
order  to  monitor  compliance  with  these 
requirements,  the  Commission  proposes 
to  amend  9  1.35 — ^the  central  FCM  rec¬ 
ordkeeping  provision — expressly  to  re¬ 
quire  FCMs  to  retain  these  approvals. 
’Die  section  currently  requires  F<rM8  to 
retain  all  orders,  trading  cards,  signa¬ 
ture  cards,  etc.,  and  "all  other  records, 
data,  and  memoranda  which  have  been 
prepared  in  the  course  of  his  (the  FCM’s) 
business  of  dealing  in  commodity  futures 
and  cash  commodities  *  *  While  the 
three  tirpes  of  approvals  required  imder 
9  166.5  would  come  within  this  residual 
category  of  "all  other  records  •  •  •,"  In 
the  Interest  of  clarity  the  Commission 
proposes  to  include  these  approvals 
among  the  documents  specifically  listed 
In  the  rule. 

(b)  Suitability.  ’The  proposed  suita¬ 
bility  rule  (9  166.2)  requires  FCTMs  and 
their  associated  persons  (among  others) 
to  obtain  basic  financial  Information 
about  each  customer  to  whom  they  issue 
commodity  recommendations  m*  fw 
whexn  they  effect  discretionary  trades. 
In  order  to  monitor  compliance  with 
this  requirement,  the  Commission  pro¬ 
poses  to  amend  9  1.37 — ^whlch  proves 
among  other  things  for  the  keeping  of 
a  record  of  each  customer’s  name  and 
address — to  require  FC14s  to  maintain 
a  record  of  the  information  they  obtain 
as  a  result  of  their  suitability  inquiries. 
Specifically,  the  amendment  would  re¬ 
quire  each  FT7M  who  recommends  any 
commodity  interest  to  a  customs*,  or 
effects  a  discretionary  commodity  trade 
for  a  customer,  to  keep  a  record  show¬ 
ing  the  flnancl^  infminatlon  regarding 
the  customer  that  the  FC7M  considered- 
in  making  the  recommendation  or  effect¬ 
ing  the  trade.  A  separate  record  would 
not  be  required  for  each  recommenda¬ 
tion  or  discretionary  trade. 

As  a  further  means  of  monitoring  com¬ 
pliance  with  the  suitability  rule,  the 
Commission  may  require  FCMs  to  main¬ 
tain  a  record  for  each  customer  order 
of  whether  the  order  was  solicited  by 
the  firm.  Comments  are  requested  on 
such  a  requirement. 

10.  Questions  roa  Comment 

In  order  to  assist  interested  persons 
in  commenting  on  the  proposals,  a  list 
of  specific  questions  on  most  of  the  pro¬ 
posals  is  set  forth  below.  'ITiese  questions 
are  merely  a  guide  for  commentators; 
they  do  not  siddress  every  issue  raised  by 
each  proposal.  Comments  are  welcome 
on  any  rglevant  matter  not  addressed  by 
the  questions.  Of  course,  a  general  issue 
raised  by  each  rule  is  whether  the  pro- 
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tectlons  afforded  to  customers  by  the 
rule  outweigh  the  burdens  Impoe^  on 
commodity  professionals. 

BUrrABU-ITT 

1.  Should  the  CommlMlon  establish  epe- 
ciac  suitability  standards,  such  as  a  net 
worth  standard? 

а.  Should  the  rule  be  changed  to  permit 
recommendations  to  be  made  to,  and  discre¬ 
tionary  trades  executed  for,  customers  who 
refuse  to  furnish  Information  about  their 
financial  condition  after  a  good  faith  attempt 
by  the  professional  to  obtain  the  Informa¬ 
tion? 

3.  Should  professionals  be  required  to 
verify  the  accuracy  of  the  suitability  in¬ 
formation  obtained  from  customers? 

4.  Should  the  rule  specify  how  frequently 
the  professional  should  update  the  suit¬ 
ability  Information  obtained  from  the  cus¬ 
tomer  when  the  account  was  opened?  *  If 
so,  how  frequently? 

б.  Should  the  suitability  rule  apply  to 
seminar  presentations? 

6.  Should  market  letters  and  other  uni¬ 
form  communications  be  required  to  contain 
a  notice  that  commodity  trading  may  not  be 
suitable  for  the  reader  of  the  material? 

7.  Should  FCMs  be  required  to  maintain  a 
record  of  whether  the  customer's  order  was 
sollcated  by  the  firm? 

CHUXNINO 

1.  Is  It  possible  to  develop  objective  stand¬ 
ards  or  guidelines  as  to  what  constitutes 
churning?  If  so,  how  should  they  be  formu¬ 
lated? 

2.  Are  the  factors  used  In  determining 
whether  a  securities  account  has  been 
churned  Inappropriate  In  the  commodity 
area?  If  so,  which  factors? 

UNAUTHOSIZEO  TXADINO — DlSCamONAST 
ACCOUNTS 

1.  Should  the  rule  be  changed  to  prohibit 
FCMs  from  exercising  discretion  as  to  price 
unless  they  have  written  authorization  to  ex¬ 
ecute  discretionary  trade  for  the  customer? 

2.  Should  the  Commission  delete  the  pro¬ 
vision  of  the  proposal  that  requires  discre¬ 
tionary  authorizations  to  be  renewed  yearly? 

3.  Should  the  Commission,  as  do  some  ex¬ 
changes,  prohibit  FCMs  from  maintaining 
discretionary  accounts  that  are  below  a 
certain  equity  size?  If  so,  what  should  be 
the  minimum  account  equity. 

SUPEXVIMOX 

1.  Should  specific  supervision  standards  be 
established  for  registrants  other  than  FCMs? 
If  so.  which  registrants  and  what  types  of 
standards? 

2.  Are  the  supervision  standards  that  would 
be  established  by  the  rule  too  high  for  the 
smaller  firms?  Too  low  for  the  larger  firms? 

3.  Should  the  rule  require  prior  Instead  of 
same-day  approval  by  the  supervisor  of  dis¬ 
cretionary  trades  effected  for  customers  by 
the  FCM’s  account  executives? 

4.  Should  the  Commission  require  FCMs  to 
investigate  the  background  of  Individuals 
they  Intend  to  employ  as  associated  persons? 

FCM  DISCLOSUKE  STATEMENT 

1.  Would  the  furnishing  of  a  risk -disclosure 
document  be  unduly  costly? 

2.  Should  the  Commission  prepare  a  uni¬ 
form  risk-disclosure  document,  as  In  the 
commodity  options  area  (see  S  32.5(a)  (5))? 

3.  Will  the  risk-disclosure  documents  pre¬ 
pared  by  FCMs  be  brief  and  understandable? 

4.  Should  the  risk-disclosure  document  In¬ 
clude  disclosure  about  dual  trading  (e.g.. 


*As  written,  the  proposed  rule  requires 
the  suitability  Information  to  be  reasonably 
current. 
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whether  the  FOM  trades  for  Its  own  ac¬ 
count)  t 

6.  Should  the  rule  require  FCMs  to  obtain 
a  signed  acknowledgement  from  each  cus¬ 
tomer  that  the  risk  disclosure  document  was 
received? 

Advektising  or  Commoditt  Trading 
PXXrORMANCE 

1.  Should  commodity  professionals  that 
currently  advertise  the  performance  of  simu¬ 
lated  accounts  be  exempted  from  the  pro¬ 
hibition  by  way  of  a  "grandfather'*  provi¬ 
sion? 

2.  Should  the  advertising  of  short-term  re¬ 
sults  be  prohibited?  If  so,  bow  short  a  term? 
Should  such  advertising  be  required  to  con¬ 
tain  a  warning  that  short-term  results  can 
be  misleading? 

3.  Should  the  Commission  ban  the  selec¬ 
tive  disclosure  of  trading  perfm-mance?  If  so, 
how  should  such  a  rule  be  fcH’mulated? 

Invitation  to  Participat* 

Interested  persons  may  participate  in 
this  proposed  rulemaking  proceeding  by 
submitting  ctmiments  in  written  form  to 
the  Commodity  Futures  Trading  Com¬ 
mission,  2033  K  St.  NW.,  Washington, 
D.C.  20581:  Attention  Secretariat.  All 
comments  received  on  or  before  January 
3,  1978,  will  be  considered  before  the 
Commission  takes  final  action  on  the 
proposal.  Copies  of  all  comments  re¬ 
ceived  respecting  the  proposal  will  be 
avallsJile  for  Inspection  at  the  Commis¬ 
sion’s  Washington,  D.C.  office. 

The  Cmnmission  Is  mindful  of  the  cost 
to  registrants  and  others  of  Its  proposals 
and  recognizes  Its  responsibilities  to 
weigh  with  care  the  costs  and  benefits 
which  result  from  its  rules.  Accordingly, 
the  Commission  specifically  Invites  com¬ 
ments  on  the  cost  to  registrants  and 
others  of  the  adoption  of  the  proposals 
published  in  this  release. 

Authority  for  thi  Proposed  Rules 

Sections  2a,  4b-d,  4f-4k,  4m-p,  5a,  8a 
and  17(e)  of  the  Commodity  Exchange 
Act,  as  amended,  7  U.S.C.  2,  6b-d,  6f-k, 
6m-p,  7a.  12a,  and  21(e) ,  and  section  217 
of  the  Commodity  Futures  Trading 
Commission  Act  of  1974,  88  Stat.  1405,  7 
U.S.C.  15a. 

In  consideration  of  the  foregoing,  the 
Commission  proposes  to  amend  Chapter 
I  of  Title  17  of  the  Code  of  Federal  Regu¬ 
lations  by  amending  SS  1.35(a)  and  1.37, 
adopting  new  S§  1.33b,  1.55  and  1.56  and 
adopting  new  Part  166. 

PART  1— GENERAL  REGULATIONS  UNDER 
THE  COMMODITY  EXCHANGE  ACT 

1.  Section  1.35<a)  would  be  amended 
as  follows: 

§  1.35  Records  of  caHli  commodity  and 
futures  transactions. 

(a)  "Futures  ctNnmission  merchants 
and  members  of  contract  markets”: 
Each  futures  commission  merchant  and 
each  member  of  a  contract  market  shall 
keep  full,  complete,  and  systematic  rec¬ 
ords.  together  with  all  pertinent  data  and 
memoranda,  of  all  transactions  relating 
to  his  business  of  dealing  in  ctxnmodlty 
futures  and  cash  commodities.  He  shall 
retain  the  required  records,  data  and 
memoranda  in  accordance  with  the  re- 
quironents  of  S  1.31,  and  sail  produce 
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them  for  inspection  and  shall  furnish 
true  and  correct  information  and  reports 
as  to  the  contents  or  the  meaning  there¬ 
of,  when  and  as  requested  by  any  au¬ 
thorised  representative  of  the  Commis¬ 
sion  or  the  United  States  Department  of 
Justice.  Included  among  such  records 
shall  be  all  orders  (filled,  unfilled,  or 
cancelled),  trading  cards,  signature 
cards,  street  books,  journals,  ledgers, 
cancelled  checks,  powers  of  attorney  and 
other  authorizations  to  exercise  discre¬ 
tionary  authority  over  a  customer  ac¬ 
count,  the  written  approvals  of  super¬ 
visors  pursuant  to  $  166.5,  copies  of  con¬ 
firmations,  copies  of  statements  of  pur¬ 
chase  and  sale,  copies  of  the  written  su¬ 
pervisory  procedures  required  imder 
9  166.5,  copies  of  all  written  complaints 
by  or  on  behalf  of  customers  and  memo¬ 
randa  of  all  oral  complaints  together 
with  the  record  of  such  action  taken  with 
respect  thereto,  and  all  other  record.s, 
data  and  memoranda  which  have  been 
prepared  in  the  course  of  his  business  of 
dealing  in  commodity  futures  and  cash 
commodities. 

2.  Section  1.37  would  be  amended  as 
follows: 

§  1.37  Customer's  name,  address,  and 
occupation  recorded;  record  of  guar¬ 
antor  or  controller  of  account:  cus¬ 
tomer's  suitability. 

Each  futures  commission  merchant 
and  each  member  of  a  contract  market 
shall  show  for  each  commodity  futures 
account  carried  by  him  the  true  name 
and  address  of  the  person  for  whom 
such  account  is  carried  and  the  principal 
occupation  or  business  of  such  person 
as  well  as  the  name  of  any  other  per¬ 
son  guaranteeing  such  account  or  ex¬ 
ercising  any  trading  control  with  re¬ 
spect  to  such  accoimt.  Each  futures  com¬ 
mission  merchant  shall  keep  a  record  in 
permanent  form  which  shall  show  for 
each  person  for  whom  a  commodity  fu¬ 
tures  or  commodity  option  account  Is 
carried  all  information  concerning  the 
person’s  financial  condition  and  trading 
objectives  that  the  futures  commission 
merchant  or  associated  person  thereof 
considered  in  rec(Mnmendiing  any  trans¬ 
action  for  the  account  or  in  effecting  any 
transaction  for  the  account  pursuant  to 
discretionary  power  or  authority.  Such 
records  shall  be  open  for  inspection  by 
any  authorized  representative  of  the 
Commission. 

3.  New  f  1.33b  would  read  as  follows: 
§  1.33b  Confirmation  of  transactions. 

Each  futures  commission  merchant 
must  confirm  every  transaction  in  a 
commodity  future  contract  effected  by 
it,  directly  or  indirectly,  for  a  cusknner 
by  promptly  giving  or  sending  written 
notificatimi  of  the  transaction  directly 
to  the  customer. 

4.  New  9  1.55  would  read  as  follows: 

§  1.55  Disclosure  by  futures  commission 
merchants  regarding  risk  of  loss. 

No  futures  commission  merchant  may 
effect  a  commodity  futures  transaction 
for  a  customer  unless  and  until  the 
futures  commission  merchant  furnishes 
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the  customer  with  a  written  statement 
containing  an  exi^nation  of  the  risk  oi 
loss  that  exists  in  trading  conunoditjr  fu> 
tures  contracts,  including  disclosure 
about  initial  and  maintenance  margin, 
leverage,  daily  price  limits,  and  the  vol¬ 
atility  of  futures  market  prices. 

5.  New  $  1.56  would  read  as  follows: 

§  1.56  Diligent  handling  of  riiMomer 
orders. 

Each  futures  commission  merchant 
and  associated  person  thereof  must  use 
due  diligence  in  the  handling  of  cus¬ 
tomers’  orders  for  commodity  interests 
so  as  to  obtain  the  best  possible  price 
or  prices  for  the  customer. 


PART  166— CUSTOMERS  PROTECTION 
RULES 

6.  Part  166  would  read  as  follows: 
Sec. 

166.1  DeOnltlona. 

166.2  Suitability  of  recommendations  and 

discretionary  trades. 

166.3  CTbuming. 

166.4  AuUMX'laation  to  trade. 

166.5  Supervision. 

166.6  Simulated  or  hypothetical  accounts 

or  transactioos. 

AoTHoamr:  Secs.  2a.  4b-d,  4f-4k.  4m-p 
Sa:  8a,  17(e),  Commodity  Exchange  Act,  as 
amended  (7  U.S.C.  2.  6b-d.  6r-k,  6m-p,  7a, 
12a,  21(e))  see.  217,  Commodity  Tuturea 
Trading  Commission  Act  of  1974,  88  Stat. 
1405  (7  u  s  e.  15a). 

§  166.1  Definitions. 

(a)  The  twin  “C<xvimi68ion  registrant** 
as  used  in  this  part  means  any  person 
who  is  or  is  reared  to  be  registered 
with  the  Commission  pursuant  to  the 
Act  or  any  rule  thereunder. 

(b)  The  term  “representative”  as  used 
In  this  part  means  any  partner,  officer, 
emplo3ree  or  agent  (or  any  person  occu¬ 
pying  a  similar  status  or  performing  sim¬ 
ilar  functions)  of  a  Commission  regis¬ 
trant  acting  in  a  capacity  as  such  part¬ 
ner,  (Mcer,  employee  or  agent,  but  does 
not  include  an  associated  person. 

(c)  The  term  “commodity  Interest”  as 
used  in  this  part  means 

(1)  Any  contract  for  the  purchase  or 
sale  of  any  commodity  for  future  de¬ 
livery,  traded  on  or  subject  to  the  rules 
of  a  contract  market: 

(2)  Any  agreement  or  transaction  in 
Interstate  commerce  which  is  or  is  held 
out  to  be  of  the  character  of,  or  is  com¬ 
monly  known  to  the  trade  as,  an  “op¬ 
tion”,  “privilege”,  “indemnity”,  ‘laid”, 
“offer”,  “put”,  “call”,  “advance  guar¬ 
anty”,  or  “decline  guaranty”  involving 
any  commodity  regulated  under  the  Act 
other  than  wheat,  cotton,  rice,  com.  oats, 
barley,  rye,  flaxseed,  grain  sore^ums, 
mill  feeds,  butter,  eggs,  onkms,  Scdaniun 
tuberosum  (Irish  potatoes),  woc^  wo(d 
tops,  fats  and  oUs  (including  lard,  tal¬ 
low,  cottemseed  oil,  peaunt  oil,  soybean 
oil  and  all  other  fats  and  oils) ,  cotton¬ 
seed  meal,  cottonseed,  peanuts,  soybec^is, 
soybean  meal,  livestock,  livestock  prod¬ 
ucts  and  froaen  concentrated  orange 
juice; 

(3)  Any  standarcUaed  contract  for  the 
deltrery  ol  silver  bullion,  gold  bullion, 
or  bulk  silver  coins  or  bulk  gold  coin. 


commcmly  known  to  Uie  trade  as  a  mar¬ 
gin  account,  margin  oontraetk  kvaraga 
account,  or  leverage  contract 

(d)  The  term  “customer”  as  used  In 
this  part  means  any  person  trading  or 
Intending  to  trade  any  commodity  in¬ 
terest,  including  any  existing  or  pros¬ 
pective  client  or  subscriber  of  a  com¬ 
modity  trading  advisor  or  existing  or 
prospective  participant  in  a  commodity 
pool,  but  the  term  does  not  include  a 
person  who  is  acting  in  the  capacity  of 
a  Commission  registrant  or  representa¬ 
tive  with  respect  to  the  trade. 

(e)  The  term  “conunodity  account”  as 
used  in  this  part  means  the  account  of 
a  custCHner  in  which  any  commodity  in¬ 
terest  is,  or  is  Intmded  to  be.  traded. 

(f)  the  term  “discretionary  power  or 
authority”  as  used  in  this  part  refers  to 
the  power  or  authority  of  a  Commission 
registrant  or  representative  thereof  pur¬ 
suant  to  1 166.4(b)  to  effect  transactions 
for  a  customer  without  the  customer's 
prior  specific  authorization  as  described 
in  f  166.4(a) . 

§  166.2  SuiUibility  of  recoiumondalioiu 
and  diorretlonaiy  trades. 

(a)  No  Commission  registrant  or  rep¬ 
resentative  thereof  may.  directly  or  in¬ 
directly.  make  any  recommendation  to 
any  custcMner  ccmcemlng  the  purchase, 
sale  or  cemtinued  holding  of  any  com¬ 
modity  interest,  or  may  effect,  directly  or 
indirectly,  any  transaction  in  a  com¬ 
modity  interest  for  a  customer  pursuant 
to  discretionary  power  or  authority  as 
provided  in  §  166.4(b).  unless  the  Com- 
mlssicm  registrant  or  representative 
thereof — 

(I)  Within  a  reasonatde  period  ot 
time  before  the  reemnmendation  or 
transaction, 

(1)  Obtained  freun  the  customer  the 
essential  facts  about  the  customer’s  fi¬ 
nancial  condition  and  trading  ol^iectives, 
and 

(li)  Verified  with  the  customer  the 
accuracy  of  that  information  if  previ¬ 
ously  obtained  and 

(2)  At  the  time  of  the  recommenda¬ 
tion  or  transaction,  had  reason  to  be¬ 
lieve  that  the  recommendaUcm  or  trans- 
acti<m  was  sultc^e  for  the  customer  in 
light  of 

(i)  The  information  obtained  from 
the  customer  and  otherwise  known  about 
the  customer  by  the  Commission  regis¬ 
trant  or  representative  thereof,  and 

(II)  The  risk  of  loss  invtdved  therein. 

(b)  For  purposes  of  this  section,  the 
term  “recommendation”  means  any  ad¬ 
vice,  suggestion  or  other  statement  that 
is  intended,  or  can  reas<xia1[dy  be  ex¬ 
pected,  to  influence  a  customer  to  pur¬ 
chase,  sell  or  hold  a  commodity  interest, 
but  does  not  Include  any  statement  that 
merely  describes  in  an  objective  fashion 
the  commodity  intoest,  the  manner  in 
which  it  is  traded  or  the  services  of  ttie 
Commissi(xi  registrant  or  representative 
thereof. 

(c)  This  section  does  not  apply  to 
recommendations  furnished  solely 
through — 

(1)  Uniform  pubUcations  distributed 
to  subscribers  thereto. 


(2)  Books, 

(3)  Tdevision  or  radio  communica¬ 
tions,  or 

(4)  Sminar  or  lecture  presentations. 

1 166.S  Qmralng. 

No  Commission  registrant,  or  repre¬ 
sentative  thereof,  who  is  vested  witli 
discretionary  power  or  authority  over  a 
customer’s  account,  or  otherwise  controls 
the  account,  may,  directly  or  indirectly, 
effect  for  that  account  transactions  in 
any  commodity  Interest  that  are  ex¬ 
cessive  in  size  or  frequency  in  light  of 
the  nature  of  (a)  the  account  and  (b) 
the  commodity  interest  involved. 

§  166.4  AuthoriziUion  of  trade. 

No  futures  commission  merchant  or 
associated  person  thereof  may,  directly 
or  indirectly,  effect  a  transaction  in  a 
commodity  interest  for  the  account  or 
any  customer  unless  the  customer,  or 
person  designated  by  the  customer  as  the 
controller  of  the  account,  before  the 
transaction — 

(a)  Specifically  authenrized  the  regis¬ 
trant  or  representative  thereof,  to  pur¬ 
chase  or  sell  a  specified  amount  of  that 
commodity  interest;  or 

(b)  Authorized  the  registrant  or  rep¬ 
resentative  thereof,  by  means  of  a  power 
of  attorney  or  other  written  trading  au¬ 
thorization,  to  effect  transactions  in 
cmnmodity  interests  for  the  account 
without  the  customer’s  specific  authori¬ 
zation;  and 

(1)  The  transaction  is  effected  in  ac¬ 
cordance  with  the  terms  and  conditions 
of  the  authorization  and  with  il66A(b) 
(2)  (li)  and  all  provisions  of  the  Act  and 
the  other  rules  thereunder; 

(2)  The  authorization  is  set  forth  in 
a  prominent  fashion  in  a  doctiment  that 
is  conspicuous  to  the  custesner; 

(3)  *1110  authorizatkm  defines  pre¬ 
cisely  the  terms  of  the  discretionary 
power  or  auth(»ity; 

(4)  The  authorization,  by  its  terms, 
terminates  no  later  than  one  year  after 
the  first  day  of  the  authorization  period 
and  is  not  renewable  except  in  writing. 

S  166.5  SaperviaNm. 

(a)  Each  Commission  registrant  other 
than  an  associated  person  must  dili¬ 
gently  supervise 

(1)  The  handling  of  all  commodity 
accounts  maintained  with  the  registrant 
and 

(2)  All  other  activities  of  its  represen¬ 
tatives  and  associated  persons  relating 
to  the  registrant’s  business  as  such. 

(b)  As  part  of  its  duties  tinder  para¬ 
graph  (a)  ot  this  section,  each  futures 
commission  merchant  must 

(1)  Provide  for  the  supervision  of  each 
of  its  associated  persons  whose  duties  are 
noi  wholly  supervisory.  The  supovlsor 
designated  pursuant  to  this  section  must 
be  a  partner,  offica:,  branch  manager  or 
other  quallfied-stipervisory  associated 
person  of  the  futures  commission  mer¬ 
chant;  and 

(2)  Establish,  maintain  and  enforce' 
written  procedures,  a  copy  of  which  must 
be  kept  in  each  bustoeas  office  of  the  fu¬ 
tures  commission  merchant,  that  provide 
for 
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(I)  The  prior  written  i4>proval  by  the 
designated  supervisor  of 

(A)  The  opening  of  each  commodity 
account; 

(B)  The  delegation  by  any  customer 
of  discretionary  power  or  authority  to 
an  associated  person  under  his  supervi¬ 
sion  to  effect  transactions  in  commodity 

(C)  All  correspondence  sent  by  any 
associated  penson  under  his  supervision 
to  a  customer  concerning  the  solicitation, 
acceptance  or  execution  of  orders  for 
conunodity  interests; 

(II)  The  written  approval  by  the 
designated  supervisor  of  each  trans¬ 
action  in  a  commodity  interest  effected 
pursuant  to  discretionary  power  or  au¬ 
thority  in  an  account  under  his  super¬ 
vision.  The  approval  must  be  obtained 
on  the  day  the  transaction  is  effected; 

(iii)  The  frequent  examination  by  the 
designated  supervis<»’  of  the  commodity 
accounts  under  his  supervision  to  detect 
and  prevent  any  violation  of  the  Act  or 
rules  thereunder  or  of  any  bylaw,  rule, 
regulation  or  resolution  of  each  contract 
market  and  registered  futures  associa¬ 
tion  of  which  the  futiu'es  commission 
merchant  is  a  member; 

(Iv)  The  prcxnpt  review  of  all  cus¬ 
tomer  complaints,  whether  written  or 


oral,  concerning  the  handling  of  com¬ 
modity  accounts. 

(c)  Each  futures  commission  mer¬ 
chant  that  has  designated  more  than 
one  supervisor  under  paragraph  (b)  of 
this  section  must  designate  me  or  more 
partners  or  otBcers  of  the  futures  com¬ 
mission  merchant  to  supervise  those  su¬ 
pervisors. 

§  166.6  .Siniiilated  or  hypolheliral  ar- 
rounlH  or  IranHaclions. 

No  Commission  registrant  or  repre- 
.sentaUve  thereof  may  publish,  distribute 
or  broadcast  any  repwt,  letter,  circular, 
memorandum,  publication,  writing,  ad¬ 
vertisement  or  other  literature  or  ad¬ 
vice  (Including  any  television  or  radio 
announcement,  seminar  presentation  or 
telephonic,  telegraphic  or  face-to-face 
communication)  that  refers,  directly  or 
indirectly,  to  the  performance  of  any 
simulated  or  hypothetical  emunodit^ 
interest  account,  transaction  in  a  com¬ 
modity  interest  or  series  of  transactiems 
in  a  commodity  interest. 

Issued  in  Washington,  D.C.,  Augxist  25, 
1977. 

William  T.  Bagley, 
Chairman,  Commodity 
Futures  Tracing  Commission. 
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